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1 1. INTRODUCTION.

2

3 Q- Please state your name and business address.

4 A. My business address is One South Church Avenue,

5

My name is Kenton C. Grant.

Tucson, Arizona, 85701.

6

7 Q- What is your employment position?

8 A. I am Vice President of Finance and Rates for UniSource Energy Corporation

9

10

11

12

("UniSource Energy") and Tucson Electric Power Company ("TEP"). In this role I am

responsible for providing financial and regulatory support services to UniSource Energy

and its regulated utility subsidiaries. These subsidiaries include UNS Gas, Inc. ("UNS

Gas" or the "Company"), UNS Electric, Inc. ("UNS Electric") and TEP.

13

14 Q- Please summarize your professional experience and education.

15

16

17

18

19

20

I received a Master of Business Administration degree with a concentration in finance

from the University of Texas at Austin, as well as a Bachelor of Science degree in Civil

Engineering from Purdue University. I am a member of the Chartered Financial Analyst

("CFA") Institute, and in 1995, I was awarded the professional designation of CFA. I am

also a member of the Society of Utility and Regulatory Financial Analysts, and in 1992, I

was awarded the designation of Certified Rate of Return Analyst ("CRRA").

21

22

23

24

25

26

From 1984 to 1995, I was employed by the Public Utility Commission of Texas. During

this period I served in various staff positions, including Director of the Financial Review

Division. In that role I directed a staff responsible for performing financial analyses,

accounting reviews and management audits of electric and telecommunications utilities.

As a staff member I provided expert testimony on a variety of financial topics including

27

A.
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1 the cost of capital, financial integrity, rate moderation and the valuation of utility

2 properties.

3

4

5

6

7

8

I joined TEP in 1995 as a senior financial analyst. in 1997, I was promoted to Director of

Capital Resources and elected Assistant Treasurer. I was subsequently promoted to

Manager of Financial Flaming and in 2003, became a General Manager in TEP's Shared

Services Unit. In January 2007, l was elected Vice President of Finance and Rates for

both TEP and UniSource Energy. In these roles I have gained extensive experience in

financial forecasting, financial analysis, the structuring of new financings and other9

10 related activities.

11

12 Q- What is the purpose of your Direct Testimony?

13

14

15

16

17

18

19

20

21

22

In my Direct Testimony I support UNS Gas' request for a rate increase by; (i) providing

an overview of the Company's financial condition, (ii) recommending a fair rate of return

on common equity capital, (iii) determining the weighted average cost of capital

("WACC") for UNS Gas, and (iv) recommending a fair rate of return ("ROR") on fair

value rate base ("FVRB"). I also discuss the appropriate carrying cost to be applied to

balances under the Company's purchased gas adjustor ("PGA") rate mechanism, and

sponsor several schedules including Schedule A-3 (Summary Capital Structure),

Schedule A-4 (Construction Expenditures and Gross Plant in Service), the "D" Schedules

(Cost of Capital Information) and the "F" Schedules (Projections and Forecasts) that were

filed in support of UNS Gas' rate request.

23

24 Q-

25

Please summarize your recommendations concerning the cost of capital to UNS Gas

and the appropriate ROR to be applied to FVRB.

26 A. With regard to the Company's cost of capital, I estimate the weighted average cost to be

8.75%. This WACC is based on a 6.49% cost of debt, an 11.0% cost of common equity27

A.

2
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1

2

capital, and a capital structure consisting of 50.01% long-term debt and 49.99% common

equity.

3

4

5

6

With regard to the ROR to be applied to FVRB, I recommend a ROR of 6.80%, even

though a higher value could be justified based on the methodology recently adopted by

the Arizona Corporation Commission ("Commission") in the Chaparral City Water

remand docket, (Decision No. 70441 (July 28, 2008)). This ROR, when applied to the

Company's FVRB of approximately $256 million, should enable UNS Gas to attract

capital on reasonable terms and provide the Company with an opportunity to earn a fair

return on equity ("ROE") close to the ll.0% cost of equity identified above.

7

8

9

10

11

12 Q.

13

14 A.

15

16

17

18

19

20

What carrying cost do you recommend be applied to the Company's future PGA

balances?

I recommend the use of a rate that reflects the actual cost to UNS Gas of financing PGA

cost deferrals. The current rate used to accrue carrying costs on the PGA balance is the

three-month financial commercial paper rate published by the U.S. Federal Reserve. This

rate is significantly lower than the actual cost of short-term borrowing by UNS Gas,

which is equal to the London Interbank Offered Rate ("LIBOR") on dollar deposits plus a

credit margin of one percent. Consequently, I recommend use of the three-month LIBOR

rate plus one percent for purposes of accruing carrying costs on the PGA balance.

21

22 11. FINANCIAL CONDITION OF UNS GAS.

23

24 Q- Please describe UNS Gas' current financial condition.

25 A.

26

27

UNS Gas has a mixed financial profile. On the positive side, the Company has a healthy

mix of debt and equity capital and a relatively low cost of long-tenn debt. The

Company's earnings and cash flow have also improved due to the base rate increase

3
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1

2

3

4

5

approved in 2007 by the Commission. However, even with this rate increase, it is

unlikely the Company will be able to am the 10.0% ROE authorized by the Commission

in that rate proceeding (Decision No. 7001 l). This is due largely to the wide gap

between the embedded cost of utility plant reflected in the Company's current rates and

the higher cost of utility plant added since December 31, 2005, the test year in UNS Gas'

6 last rate case. Internal cash flow at UNS Gas is also quite weak relative to the

7

8

9

10

Company's annual capital spending requirements for new plant and equipment.

Continued weakness in the Company's earnings and cash flow, coupled with the lack of

any dividend on shareholder capital, places UNS Gas at a competitive disadvantage in

terns of attracting the capital needed for utility plant investment.

11

12 Q. What steps has the Company taken to improve its financial condition over time"

13

14

15

16

17

18

19

20

21

22

23

24

Since the acquisition of gas distribution properties from Citizens Communications

Company ("Citizens") in 2003, UNS Gas' balance of common equity capital has nearly

doubled from $50 million to $99 million as of June 30, 2008. This has been achieved

through the retention of 100% of annual earnings at UNS Gas and an additional equity

infusion of $16 million made by UniSource Energy. As a result, the Company's ratio of

common equity to total capital has improved from 33% in August of 2003 to

approximately 50% as of the test year ending June 30, 2008. Over time UNS Gas has

also taken steps to reduce its operating costs wherever feasible and to realize additional

economies of scale through the sharing of administrative support services with TEP and

UNS Electric. The Company's revolving credit facility, which is shared with UNS

Electric, was also refinanced in 2006 with a resulting decrease to the interest rate

applicable to borrowings under that facility.

25

26

27

A.

4
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1 Q- How does UNS Gas' financial condition compare with other gas distribution

2 utilities?

3

4

5

6

In terms of capital structure, the Company's 50% equity ratio at the end of the test year

was in line with the industry average of 50.4% reported by Value Line for 2007.

However, in terms of earnings and cash flow, UNS Gas is lagging most finns in the

industry by a wide margin. The following table highlights some of the key financial

results recorded by UNS Gas in 2007, as well as forecasted results for calendar years7

8 2008 and 2009 assuming that new rates are not implemented until December 2009:

9

10 ($000s)

Net Income

2007 Actual 2008 Forecast 2009 Forecast

11 $3,994

4.6%

$8,425

8.9%

$7,639

7.3%12

13

14

15

$28,368

$19,448

$22,589

86%

$5,891

$16,303

$22,636

72%

$21,804

$16,773

$23,247

72%16

Return on Average Equity

Net Operating Cash Flow

Adjusted Operating Cash Flow (1)

Capital Expenditures (CAPEX)

% CAPEX Funded Internally (2)

17

18

Notes:
(1) Adjusted Operating Cash Flow = Net Operating Cash Flow -- Change in PGA Balance

- Charges Paid to Affiliates (recorded as financing cash flow in 2007).
(2) % CAPEX Funded Internally = Adjusted Operating Cash Flow / Capital Expenditures.

19

20

21 On a

22

23

24

25

26

The Company's earned ROE, ranging from a low of 4.6% in 2007 to a high of 8.9%

projected for 2008, is quite low when compared with industry average returns.

composite basis, the average ROE reported by Value Line for the natural gas distribution

industry ranged from 11.5% to 12.2% over the period 2005-2007. Even though the

Company will have realized a full year of rate relief in 2008, and has already benefited

from unusually cold weather in the first half of 2008, UNS Gas still expects to earn a

return on equity capital that is significantly lower than its peers in the industry and lower

than the 10.0% ROE authorized in its most recent rate case.27

A.

5
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1

2

3

4

5

6

7

8

9

10

11

In terms of cash flow, when the effects of temporary over- and under-collections of PGA

gas costs are removed, it is apparent from the table above that UNS Gas is unable to

cover all of its capital expenditures with internal cash flow. While this situation is not

unusual for a utility experiencing growth in its service area, the magnitude of the cash

shortfall is unusual. As an industry, gas distribution utilities typically fund approximately

80% of their capital expenditures with internal cash flow after dividends are paid to

shareholders. Although UNS Gas' internal cash flow is expected to fund approximately

70% of capital expenditures over 2008 and 2009, this level of funding assumes that no

dividends are paid on shareholder capital. If UNS Gas were to pay dividends at a level

commensurate with the industry average, which equates to approximately 60% of annual

earnings, the internal funding of capital expenditures would drop to approximately 50%,

a level far below industry nouns that is indicative of weak internal cash flow and a12

13 continuing dependence on outside capital.

14

15 Q- Are the debt obligations of UNS Gas rated by any of the major credit rating

16

17 A.

18

19

agencies?

Yes, they are. At the request of the Company, Moody's Investors Service ("Moody's")

initiated ratings on UNS Gas in October 2008. A copy of the initial ratings report is

attached to my Direct Testimony as Exhibit KCG-1. As discussed in that report, the

senior unsecured debt obligations of UNS Gas are rated Baan .20

21

22 Q- What is the significance of a Baan credit rating?

23

24

25

26

Baan is the lowest investment-grade credit rating assigned by Moody's, just one notch

above the speculative-grade rating of Bal. Since the cost and availability of credit are

much improved for companies with investment-grade ratings relative to companies

having speculative-grade ratings, the achievement of an investment-grade rating for UNS

Gas was a very important milestone. The level of credit risk as defined by Moody's for27

A.

6
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1 each rating category (B and higher) is summarized in the following table:

2

3 Rating Definition

4 Ala

5 As

6 A

Obligations are judged to be of the highest quality, with minimal credit risk.

Obligations are judged to be of high quality and subject to very low credit risk.

Obligations are considered upper-medium grade and are subject to low credit

risk.7

8 Baa

9

10 Ba

Obligations are subject to Moderate credit risk. They are considered medium-

grade and as such may possess certain speculative characteristics.

Obligations are judged to have speculative elements and are subject to substantial

credit risk.11

12 B Obligations are considered speculative and are subject to high credit risk.

13

14

15

16

17

It should also be noted that with the exception of the Aaa rating, Moody's appends a

numerical modifier of 1, 2 or 3 to each of these rating categories. The modifier

"1"indicates that the obligation ranks in the higher end of its generic rating category, the

modifier "2" indicates a mid-range ranking, and the modifier "3" indicates a ranking in

18 Hence, the Baan rating assigned to UNS

19

the lower end of that generic rating category.

Gas is considered to be the lowest investment-grade rating assigned by Moody's.

20

21 Q- Why is the achievement and maintenance of an investment-grade credit rating

22 important to the Company and its customers?

23

24

25

26

27

An investment-grade credit rating is important for two reasons. First, it helps to ensure

that capital can be raised on reasonable terms even during periods of stress in the

financial markets. During periods of financial stress, when investor risk aversion is at its

highest, many companies with speculative-grade credit ratings will either be shut out of

the credit markets or will be forced to pay extremely high rates of interest on new

A.

7
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1

2

3

4

5

6

7

8

9

10

borrowings. Even in good times, investment-grade borrowers still enjoy a significant

discount on their borrowing costs relative to speculative-grade borrowers. For utilities,

this cost differential is ultimately saved in the rates paid by customers. Secondly, an

investment-grade credit rating is also important in obtaining trade credit from gas

suppliers and other vendors that UNS Gas does business with. The maintenance of

adequate trade credit is essential to the Company's natural gas procurement program and

the purchasing of other goods and services needed to provide retail gas service. Without

such credit, it would be difficult, if not impossible, for the Company to lock-in purchases

of natural gas in the forward markets as it does today. Over time such forward purchases

help to stabilize the cost of gas supplied to and paid for by customers of UNS Gas.

11

12 111. CAPITAL STRUCTURE.

13

14 Q. Please describe the capital structure for UNS Gas as of the end of the test-year.

15

16

17

18

19

The capital structure for UNS Gas as of June 30, 2008 consisted of $100 million principal

amount of long-term debt and approximately $99 million of common equity. After

adjusting for unamortized issuance expenses, the long-term debt balance as of June 30,

2008 was $99.3 million. As reflected in the following table, long-term debt and common

equity each comprised approximately 50% of total capital:

20
($ Thousands) 6/30/08 % of Total

21

22
Long-Term Debt
Common Equity

Total Capital

$99,265
99,242

$198,507

50.01%
49.99%

100.00%
23

24 Q- Do you recommend using the actual test-year capital  structure for rate setting

25 purposes?

26 Yes, I do. A capital structure consisting of a 50/50 mix of debt and equity capital is in line

27

A.

A.

8
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1

2

3

with the industry average and is consistent with the capital structure adopted by the

Commission in the Company's most recent rate case. Additionally, this level of equity

will also support UNS Gas' efforts to maintain its investment-grade credit rating.

4

5 Q. What capital structure was adopted by the Commission in the Company's last rate

6 case?

7 A.

8

9

In Decision No. 70011 (November 27, 2007), the Commission approved rates for UNS

Gas that incorporated a capital structure consisting of 50.0% common equity and 50.0%

long-term debt.

10

11 Iv. COST OF COMMON EQUITY CAPITAL.

12

13 Q- Please describe the approach used in estimating the cost of equity for UNS Gas.

14 A.

15

16

17

The first step was to estimate the cost of equity for a group of publicly-traded companies

engaged in the gas distribution business. This estimate, expressed as a range of values,

was developed using the discounted cash flow approach ("DCF"), the capital asset

pricing model ("CAPM"), and a bond yield plus risk premium approach based on the

historical relationship between public utility bond yields and allowed returns on equity18

19 for gas utilities. We then examined the risk profile of UNS Gas relative to the

20

21

comparable company group in order to determine an appropriate point estimate for the

Company's cost of equity.

22

23 Q-

24

25

Given the extreme volatility recently experienced in the capital markets and short-

term money markets, is it possible to provide a reliable estimate for the cost of

equity capital?

26

27

Yes, it is. However, great care must be exercised in selecting appropriate time periods

for analysis and appropriate benchmark data. Additional time must also be devoted to the

A.

9
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1 interpretation and weighting of the results obtained from each model. It should be

2

3

recognized that the cost of equity capital will change over time as markets react to

changes in the global and domestic economies, changes in investor risk aversion and

other factors affecting the specific industry or company being examined.4

5

6 Q- What time period did you select for your analysis?

7

8

9

10

11

12

13

14

15

16

We focused our attention on capital markets data from the month of August 2008.

Information from this time period was emphasized because (i) it was relatively recent, (ii)

it followed an earlier run-up and subsequent decline in commodity prices and inflation

expectations and (iii) it preceded the financial market turmoil and substantial flight-to-

quality that occurred in September 2008. We also examined longer-term trends and

changes in financial benchmark data over longer time periods in order to make an

infonned judgment regarding the cost of equity capital. However, in light of the

unprecedented level of volatility experienced in the capital markets over the past eighteen

months, we decided to draw most of our capital markets data from August 2008, a period

of relative stability in the financial markets.

17

18 A. Comparable Companv Group.

19

20 Q-

21

Why did you analyze a group of comparable companies in order to estimate the cost

of equity capital for UNS Gas?

22 A.

23

24

25

26

27

Reliance on a comparable company analysis is important because UNS Gas does not

have publicly traded equity securities. Additionally, the assets of UniSource Energy, the

ultimate parent company of UNS Gas, are heavily weighted toward the electric utility

industry. Although the risk profiles of electric distribution and gas distribution utilities

are similar, TEP, the largest subsidiary of UniSource Energy, has a significant investment

in electric generating facilities. As a consequence, the cost of equity capital for

A.

10
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1 UniSource Energy may not be representative of the cost of equity capital for UNS Gas.

And because we are ascertaining the cost of equity capital for UNS Gas - not UniSource2

3

4

Energy .-- using a comparable company group composed of companies with significant

distribution gas operations is appropriate.

5

6 Q- What criteria did you employ in selecting companies for the comparable company

7 analysis?

8 A.

9

10

As a starting point we evaluated each of the companies included in the natural gas

distribution industry by Value Line Investment Survey ("Value Line"). From this group

of eleven companies we selected ten companies that met the following screening criteria:

11
(i)

12
More than 55% of operating revenues derived from gas operations (median value
for group was 90%),

13 (ii) More than 50% of total gas throughput derived
(median value for group was 100%),

from distribution operations

14

15
No significant ownership of electric generating capacity,

No pending mergers or acquisitions of any significance, and
16

(iii)

(iv)

(v)
17

Common stock currently paying a dividend, which is the normal practice for gas
distribution utilities (median dividend payout for group was 63% of earnings).

18

19

20

21

22

Exhibit KCG-2 provides summary information on each of the companies that were

selected based on these criteria. Although each of these companies may have unique

circumstances that would differentiate them from UNS Gas, as a group, these companies

have operating and financial characteristics as similar as possible to those of UNS Gas.

The extent of this similarity is discussed further in Section IV.F below.23

24

25

26

27

11
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1 B. Application of Discounted Cash Flow Model ("DCF") Model.

2

3 Q. Please explain the DCF methodology.

4 A. The DCF methodology is derived from the Gordon dividend growth model. In its

5

6

7

original form, the Gordon growth model may be used as a tool for determining the value

of a share of common stock. The theory holds that the price of a share is equal to the

present value of all future dividends. It is expressed mathematically as follows:

8

9 Dr DO Du

PT
10

+

(1 +l1)1
+ u .. +

(1+k2)2 (1 + k,,)"

11

12

13

Where:P0 = Current share price
Dr = Expected dividend in each year
kn = Investors required rate of return in each year
n = One to infinity

14

15

If the dividends are assumed to grow at a constant rate "g" into the future, the required

rate of return "k" is assumed to be constant from year to year, and "k" is greater than "g",

then the equation above reduces to the following font as "n" approaches infinity:16

17
DI

18 P0

19
(k- g)

20

21

For purposes of estimating the cost of common equity capital, the equation above may be

rearranged to solve for the investor's required rate of return:

22

23
DI

k +8
24 P0

25

26

Essentially, the constant growth DCF model recognizes that the return to the stockholder

consists of two parts: dividend yield and growth. Equity investors expect to receive a

27

12
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1

2

3

4

5

portion of their total required return in the form of current dividends and the remainder

through price appreciation. Unfortunately, the constant growth DCF model cannot be

applied to companies having expected near-term growth rates that are significantly higher

or lower than their long-term growth potential. In these situations, it is usually necessary

to apply a multi-stage DCF model which incorporates the various growth rates expected

over time.6

7

8 Q- Please describe the multi~stage DCF model.

9 A.

10

If the Gordon dividend growth model is modified to reflect the expected future price of

the stock in terminal year "n", and assuming that the investor's required rate of return "k"

is constant, the current value of a stock may be derived from the following equation:11

12

13 D1 DO Dr pr

P0 + +
14 (1 +k)1 l1+k)2 +

+

(1 +k)" (1 +k)"

15

16 DH
p., ":
n17

Where: P0 = Current share price
= Expected dividend in each year

Expected share price in year "n"
Year of expected share price

18

19

20

If the expected growth rate "g" is constant beyond year "n", the expected value of "Pu"

can be obtained from the constant growth DCF model:

21 Dr (1 --g)
Pr

22

23

24

25

(k - g)

Substituting this equation for c¢Pn79 in the modified Gordon growth model, the following

multi-stage DCF equation is obtained:

DI Dz Du D,,(1 +g)

26 PT + .l-___.l.
(1+k)1 (1+k)2

+
(1+k)" (k-8)(1+k)"

27

13
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Using this equation, the current share price, and the expected values for DI through Du

and the required rate of return "k" may be calculated using an iterative solution

process. The discount rate "k" which equates the current share price with the present

value of future expected dividends represents the investor's required rate of return.4

5

6 Q-

7

How did you determine near-term dividend growth rates for each of the comparable

companies?

8

9

10

11

12

13

We relied on estimates of future dividends and earnings growth published by Value Line,

Zacks Investment Research ("Zacks") and SNL Financial ("SNL"). These estimates are

all widely available in the investment community and are superior to estimates based

solely on historical trend analysis. Published estimates are inherently forward looking,

and presumably take into account historical financial trends for each company as well as

any future threats and opportunities.

14

15 Q- What specific growth rates did you select for each company?

16 A .

17

18

19

20

21

22

23

24

Exhibit KCG-3 provides the range of growth estimates for each company, as well as the

five-year growth rate selected for use in the multi-stage DCF model. The growth rates

from Value Line were derived using the published point estimates for dividends per share

("DPS") and earnings per share ("EPS") for the 2011-2013 timeframe. The five-year

EPS projections from Zacks and SNL represent the median or "consensus" growth

estimates as determined through surveys of stock research analysts. Differences between

these published growth rates for any given company may be expected due to differences

in the scope and timing of the surveys conducted. For purposes of selecting a five-year

dividend growth rate, we relied on an average of the DPS and EPS growth rates from all

25 three sources. Because analyst estimates for EPS growth are often influential in

26

27

estimating future dividend growth, we believe that the growth rates selected for each

company are representative of investor expectations.

A.

14
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1 Q- How did you calculate the expected first year dividend (Do) for each company?

2 A.

3

4

5

6

7

8

Exhibit KCG-4 shows the current quarterly dividend for each company, the five-year

DCF growth rate for each company, and the projected quarterly dividends over the next

four quarters. Projected quarterly dividends were increased from current levels based on

each company's historical timing for dividend changes. The size of each projected

dividend change was based on the five-year DCF growth rate. The expected first year

dividend (Di) was then derived by adding the prob ected quarterly dividends over the next

four quarters.

9

10 Q- How did you determine the expected long-term growth rates to be used in the DCF

11 model?

12 A .

13

14

15

We considered two key factors that would likely have a significant influence on long-

term investor expectations. One factor considered was the prospect for long-term growth

in the U.S. economy as a whole. The second factor considered was the prospect for

growth over the next five years for the gas utility industry as a whole.

16

17 Q- What are the prospects for growth in the gas utility industry as a whole over the

18

19

20

21

22

23

24

25

next five years?

Based on the growth rates published for the comparable company group, which are

shown in Exhibit KCG-3, the median expected earnings growth rate for this group ranges

from 5.3% to 7.0% depending on the source of data selected. Additionally, in August

2008, Zacks published an industry-wide consensus growth rate of 8.6% for the gas utility

industry. Although these earnings estimates cover only a five-year time period, it is

reasonable to conclude that investors would take such growth rate expectations into

account in assessing the long-term growth rate potential for the industry.

26

27

A.

15
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1 Q-

2

Why is it also necessary to consider the long-term growth prospects for the U.S.

economy as a whole when evaluating long-term growth prospects for the industry?

3

4

5

6

7

8

Since published growth rates for individual companies and specific industries typically

do not extend beyond five years, these growth rate estimates may be significantly

influenced by short-term economic factors that are not expected to last in perpetuity.

Additionally, as domestic providers of a basic utility service, it is reasonable to assume

that the gas distribution industry would have growth prospects that are closely linked to

the long-tenn growth rate of the U.S. economy.

9

10 Q- How did you arrive at an estimate of long-term growth for the U.S. economy?

11

12

13

14

15

16

17

Real economic growth in the United States has been remarkably consistent over long

periods of time, averaging 3.4% per year from 1929 through 2007, as well as for the post-

war period of 1947 through 2007. Although economic growth as measured by gross

domestic product ("GDP") can vary significantly over short time periods, the historical

growth rate of 3.4% in real GDP has occurred over numerous business cycles, and during

extended periods of war and peace. As such, it is reasonable to conclude that investors

would expect a similar growth rate in real GDP over the long-run.

18

19

20

21

22

23

24

25

26

27

In order to derive an estimate of nominal GDP growth, it is necessary to add a long-term

estimate of expected inflation to the growth in real GDP. Expectations for long-temi

inflation can be calculated by subtracting the yield on long-tenn U.S. Treasury inflation-

protected securities ("TIPS") from the yield-to-maturity on long-terrn fixed-rate U.S.

Treasury securities. However, based on research published by the Federal Reserve Bank

of Cleveland, adjustments to these differences in nominal yields are often required in

order to derive a more accurate estimate of inflation expectations. These adjustments,

which are published on a regular basis by the Federal Reserve Bank of Cleveland, are

intended to compensate for the liquidity price premium paid by investors for fixed-rate

A.

A.

16
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1

2

3

4

5

6

7

8

9

10

11

12

Treasury securities and for the inflation risk price premium paid for TIPS securities, two

factors which can bias the results obtained from a simple comparison of nominal yields.

The impact of these premium adjustments can be seen Exhibit KCG-5, which contains

published nominal yield differences for 10-year and 20-year Treasury securities over the

past two years, as well as the yield difference on a premium-adjusted basis for 10-year

Treasury securities. As depicted in that exhibit, inflation expectations derived from a

nominal yield comparison understated the values derived from a premium-adjusted

approach by a wide margin from late 2007 through August 2008. Additionally, this

exhibit also shows that the implied rate of inflation on a premium-adjusted basis has

exceeded 3.0% for much of 2008 before falling to approximately 2.9% in August 2008.

When the August 2008 estimate of 2.9% for expected inflation is added to the expected

growth in real GDP of 3.4% discussed above, a long-termnominal growth rate of 6.3% is

obtained for the U.S. economy as a whole.13

14

15 Q- What is a reasonable estimate of expected long-term growth for the gas distribution

16 industry?

17 A . An annual growth rate of 6.3% represents a reasonable estimate of investor expectations

18 for earnings and dividend growth over the long-run. This value is consistent with

19

20

expectations for long-term growth in the U.S. economy as well as published growth rates

for the natural gas industry over the next Eve years.

2 1

22 Q-

23

Did you adjust the expected industry growth rate to arrive at company-specific

long-term growth rates?

24 A . No.

25

26

27

Since the gas distribution industry remains heavily regulated, and is fairly

homogeneous in terms of business practices and capital investment, the long-term growth

rate for each of the comparable companies was assumed to revert to the mean or expected

long-term growth rate for the industry. Reversion to the industry mean is a widely-

17
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1

2

practiced method of forecasting the long-term financial performance of companies in a

mature industry like gas distribution.

3

4 Q- How did you determine the current stock price for each company?

5

6

A simple average of the daily closing price was calculated for the month of August 2008,

adjusted on an ex-dividend basis for any dividends paid during this period.

7

8 Q- What results did you obtain from the multi-stage DCF model?

9 A.

10

11

Exhibit KCG-6 summarizes the results obtained, as well as each of the input variables

used in the multi-stage DCF calculations. The estimated cost of equity for each company

fell within a range of 9.5% to ll.2%. The average value for the sample group was

12 10.l%.

13

14 c. Application of Capital Asset Pricing Model ("CAPM").

15

16 Q.

17 A.

Please describe the capital asset pricing model.

18

The CAPM was developed using modem portfolio theory, which is premised on the

assumption that capital markets are highly efficient and that investors attempt to optimize

19 their risk/retum profiles through diversification. Defining investment risk as the

20

21

22

23

24

25

variability of expected future returns, the CAPM further assumes that risk is comprised of

two components: systematic risk and unsystematic risk. Systematic risk is unavoidable,

and is tied to macroeconomic factors that affect all companies. Unsystematic risk is

company-specific, and theoretically can be eliminated through portfolio diversification.

As such, the CAPM holds that investors should only be compensated for systematic risk.

Mathematically, the CAPM is expressed as follows :

26

27

A.

18
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1 ks = ff +BsXlkm"rf)

2

3

Where:ks = expected return on stock "s"
if = expected risk-free rate of return
Be = beta for stock "s"
km = expected return on overall stock market4

5

6

7

8

9

10

11

As a measure of systematic risk, the "beta" coefficient measures the extent to which

returns on a given stock are correlated with returns on the overall market. Historical

values for beta can be determined statistically by comparing total returns on a stock to the

total returns on a market index. The risk-free rate of return "rf" is typically estimated

using the yield-to-maturity ("YTM") on U.S. Treasury securities. For common stocks,

which have no defined maturity date, the YTM on long-dated Treasury bonds should be

used as the risk-free rate. The difference between the expected market return and the12

13 risk~free rate, shown above as (km

14

rf), is frequently referred to as the market risk

premium. Estimates for the market risk premium are typically derived by examining

historical rates of return for common stocks and U.S. Treasury securities over long15

16

17

18

periods of time. The time series data in the SBBI yearbook published by Morningstar is

a commonly used reference for historical return and risk premium data. Using expected

values for the market risk premium, beta, and the risk-free rate, the CAPM can be used to

estimate the expected rate of return (or cost of equity) for any given stock.19

20

21 Q- How did you determine expected values for the market risk premium, beta, and the

risk-free rate?22

23

24

25

26

Using the Morningstar SBBI time series data, we selected the historical market risk

premium for the period 1926-2007 as a proxy for the expected market risk premium.

This value, 7.l%, represents the difference between the average realized return on large

company stocks (12.3%) and the average realized return on 20-year U.S. Treasury bonds

(5.2%) over this period. For the risk-tree rate we selected the YTM on 20-year U.S.27

A.

19
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1 Treasury bonds. The beta for each company represents the published estimate from

Value Line.2

3

4 Q- What results did you obtain from the CAPM?

5

6

Exhibit KCG-7 summarizes the results obtained using the average risk-free rate of 4.53%

from August of 2008. As may be seen, the estimated cost of equity for each company

fell within a range of 10.2% to ll.3%. The average value for the sample group was7

8 10.7%.

9

10 D. Application of Bond Yield plus Risk Premium Approach.

11

12 Q- Please describe this approach to estimating the cost of equity capital.

13

14

15

16

17

This method relies upon the well established relationship between risk and required rates

of return. Rational investors will naturally demand higher expected rates of return on

investments that entail a greater risk of loss. This phenomenon can be readily observed

in the bond markets, where investors demand a significantly lower interest rate (or yield-

to-maturity) on U.S. Treasury bonds relative to an investment in corporate bonds which

18 entail more risk. The size of this difference in required rates of return, which is

19

20

21

22

23

24

25

commonly referred to as a risk premium, can vary significantly over time as changes

occur in the capital markets and as investors' appetite for risk expands and contracts.

This same concept can also be extended to investments in common stocks, which are

inherently more risky than investments in either U.S. Treasury bonds or high quality

corporate bonds. By adding an incremental risk premium to observed bond yields, an

estimate can be made for the required rate of return on a common stock investment (i.e.,

the cost of equity capital for that stock).

26

27

A.

A.
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1 Q-

2

3

4

5

6

7

8

9

10

Why have you included this third approach to estimating the cost of equity, when

the DCF approach and the CAPM have traditionally been assigned more weight by

the Commission in utility rate proceedings?

During times of turbulence in the financial markets, it is better to use more approaches

(rather than fewer) in order to validate the results obtained from the more traditional DCF

and CAPM approaches. Additionally, while the CAPM is also a risk premium approach,

it is fundamentally different in that it relies heavily on modern portfolio theory and the

importance of the "beta" coefficient to investors. By contrast, the bond yield plus risk

premium approach is based on a more intuitive and straightforward interpretation of the

risk/return relationship.

11

12 Q- What are the bond markets signaling with respect to required risk premiums?

13

14

15

16

17

18

19

20

21

22

23

24

25

Risk premiums in the bond markets have increased considerably since mid-2007,

indicating a significant contraction in investors' appetite for risk. Exhibit KCG-8 shows

the required rate of return or yield-to-maturity ("YTM") on 30-year U.S. Treasury bonds

and long-term public utility bonds. The required YTM on public utility bonds in this

exhibit is based on an index of investment-grade utility bonds tracked and published by

Merge ft Bond Record. As may be seen, the required YTM on the 30-year U.S. Treasury

bond has fallen since mid-2007 whereas the required YTM on public utility bonds has

increased. As may be seen in Exhibit KCG-9, the spread between these required rates of

return, otherwise known as a credit spread or credit risk premium, widened from

approximately 110 basis points (or 1.1 percent) in early 2007 to approximately 200 basis

points (or 2.0 percent) by August 2008. Due to a resurgence of turmoil in the capital

markets in September 2008, credit spreads have widened even further since that time,

indicating a significant contraction in investors' appetite for risk.

26

27

A.

A.

21
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1 Q- What methods exist for estimating the incremental risk premium required by

2 investors for an investment in common stock?

3

4

5

6

7

8

9

There are many possible approaches, most of which rely on establishing a historical

relationship between the cost of equity capital and the required YTM on bonds. The cost

of equity capital may be estimated at various points in time by using the DCF and CAPM

approaches discussed previously. Alternatively, the allowed returns on equity contained

in utility rate orders may also be used as a proxy for the cost of equity capital over time.

We have used this latter approach in our analysis since the allowed ROEs contained in

utility rate orders are both readily observable and provide a large data set for analytical

10 purposes.

11

12 Q- What has been the recent trend in allowed ROEs?

13 Allowed ROEs for regulated utilities have gradually moved lower over the past five

14 years. This trend can be seen in Exhibit KCG-10, which plots the allowed ROEs

15 contained in utility rate orders for domestic gas distribution utilities. The data in Exhibit

KCG-10 was taken from reports published by Regulatory Research Associates, a division16

17 of SNL Financial that closely monitors utility rate decisions for the investment

18 community.

19

20 Q- How do these allowed ROEs compare with the required rates of return on public

21 utility bonds over time?

22

23

24

25

26

27

From 2003 through mid-2007 most gas utilities received allowed ROEs that were

approximately 3.5% to 5.5% higher than prevailing public utility bond yields at the time

the rate orders were issued. As may be seen in Exhibit KCG-l1, however, this range of

implied equity risk premiums has drifted lower by approximately 0.5% since mid-2007.

This downward shift is understandable in light of the regulatory lag inherent in the utility

rate-setting process and the increase in public utility bond yields that has occurred since

A.

A.

A.

22
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1

2

3

4

mid-2007. Since public utility bond yields and credit spread risk premiums were likely

much lower when these rate cases were originally filed, as opposed to when they were

finally decided, it is logical to expect a temporary reduction in the observed difference

between allowed ROEs and prevailing public utility bond yields.

5

6 Q-

7

What level of equity risk premium is appropriate for use in estimating the cost of

equity for gas distribution utilities?

8 A.

9

10

Based on the information presented in KCG-11, we selected a range of 3.75% to 5.0% for

purposes of estimating the cost of equity capital. This range is based on the average

value observed over the period from 2003 through August 2008, plus or minus one

standard deviation, a commonly used statistical measure of central tendency.11

12

13 Q- What is the resulting estimate for the cost of equity capital for gas distribution

14 utilities?

15

16

17

Adding the estimated equity risk premium of 3.75% to 5.0% to the average YTM on

public utility bonds of 6.48% observed for month of August 2008 results in an estimated

cost of equity of approximately 10.2% to 11.5%.

18

19 E. Cost of Equitv for Comparable Companies.

20

21 Q- What conclusions have you reached regarding the cost of equity for the comparable

22 company group?

23

24

As may be seen in the table below, the range of overlapping values obtained from all

three approaches (DCF, CAPM and bond yield plus risk premium) is 10.2% to ll.2%.

25 Recognizing that each methodology has its own strengths and weaknesses, and

26

27

recognizing that cost of equity analysis is not an exact science, we have selected this

range of overlapping values as our estimate of the cost of equity for the comparable

A.

A.

23
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1

2

3

company group. The low end of this range represents the minimum value obtained from

both the CAPM and the bond yield plus risk premium approach, while the high end of

this range represents the high value obtained from the DCF analysis.

4

5 Summary of Comparable Company Analysis

6

7 DCF Model CAPM Risk Premium Conclusion

8 Low end of range 9.5% 10.2% 10.2% 10.2%

9 High end of range 11.2% 11.3% 11.5% 11.2%

10

11 F. Cost of Equitv for UNS Gas.

12

13 Q- How did you determine the cost of equity for UNS Gas?

14

15

16

This is best accomplished by comparing the risk profile of UNS Gas to that of the

comparable company group and selecting an appropriate point estimate based on the well

established relationship between risk and expected return.

17

18 Q- How does the risk profile of UNS Gas differ from that of the comparable company

19 group?

20

21

22

23

24

25

26

Relative to an investment in the group of comparable companies, an equity investment in

UNS Gas is decidedly riskier. First, UNS Gas is much smaller than any of the

comparable companies, thereby limiting the Company's ability to withstand financial

shocks arising from unforeseen events. As indicated in Exhibit KCG-2, the smallest

company in the comparable company group had a market capitalization of nearly $1

billion as of August 2008. Second, all of the companies in the comparable company

group provide a current return to their shareholders in the form of a dividend, something

that UNS Gas has not been able to do since the Company's inception in 2003. Third,27

A.

A.
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

while the Company's senior unsecured debt obligations were recently assigned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2, the median issuer rating for the comparable company group is "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, it is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa-rated public utility bonds

relative to A-rated public utility bonds. As of August 2008, this credit spread risk

premium was approximately 60 basis points (or 0.6%). Since common stock investments

are inherently riskier than investment-grade bond investments, this observed risk

premium from the bond market can be used as an estimate of the minimum equity risk

premium required by equity investors in a Baa-rated public utility relative to an A-rated

public utility.

15

16 Q. What is your estimate of the cost of equity capital for UNS Gas?

17

18

19

20

In light of the risk factors cited above, as well as the credit spread and equity risk

premiums applicable to lower-rated utilities, it is reasonable to conclude that the cost of

equity for UNS Gas is near the high end of the range established for the comparable

company group. As such, a reasonable point estimate for UNS Gas is ll.0%.

21

22 Q~ Are you recommending an allowed ROE equal to the cost of equity for UNS Gas?

23

24

25

26

27

Yes I am, assuming that UNS Gas is provided with an opportunity to actually am

something close to its 11.0% cost of equity capital. An allowed ROE of l1.0% is fair to

both the Company and its customers based on the analysis presented above. This level of

return should also be sufficient to support the financial integrity of UNS Gas, so long as

other key aspects of the Company's rate request are granted.

A.

A.

25
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1 v. COST OF DEBT CAPITAL.

2

3 Q- What was UNS Gas' embedded cost of debt for the test-year?

4 As shown on Schedule D-2 of the Company's Application, the weighted average cost of

debt for UNS Gas was 6.49% as of the end of the test-year.5

6

7 Q. What cost of debt do you recommend in this case"

8

9

10

11

12

13

14

15

16

I recommend use of the 6.49% cost at the end of the test-year. This cost reflects the

interest rate of 6.23% on the two long-tenn notes issued by UNS Gas in 2003, the

amortization of related debt issuance costs, and 50% of the issuance cost amortization

and commitment fees on the joint revolving credit facility shared with UNS Electric.

Although UNS Gas had no borrowings outstanding on the revolving credit facility at the

end of the test-year, maintenance of this facility is critical for purposes of funding

seasonal working capital needs and future PGA bank balances, as well as funding a

portion of capital expenditures. As such, it is appropriate to reflect the annual fixed cost

of this facility in the cost of debt for UNS Gas.

17

18 VI. WEIGHTED AVERAGE COST OF CAPITAL.

19

20 Q. Please summarize your findings regarding the weighted average cost of capital for

21 UNS Gas.

22

23

Based on the recommended capital structure, the proposed cost of debt, and UNS Gas'

cost of equity capital, I recommend the Commission adopt a WACC of 8.75%, calculated

24 as follows:

25

26

27

A.

A.

A.

26
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1

2

3
Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01%
49.99%

100.00%

Component
Cost

6.49%
11 .00%

Weighted
Average Cost

3.25%
5.50%
8.75%

4

5 VII. ABILITY OF UNS GAS TO EARN ITS COST OF CAPITAL.

6

Q- Will the rate increase requested by UNS Gas provide the Company with an

opportunity to actually earn its cost of capital?

7

8

9

10

Yes, I believe it will.

11 Q- Have you prepared any financial projections that show the impact of the Company's

rate request on UNS Gas' earnings?12

13

14

Yes. The following table summarizes the Company's forecast of net income and earned

ROE through 2011 assuming that UNS Gas is granted its full rate request and is allowed

to implement new rates in December 2009 :15

16

17

18

19

20

21

(S Thousands) 2008 2009 2010 2011

22

23

Gross Margin

Operating Expenses

Operating Income

Other Income - Net

Interest Expense

Pre-Tax Income

Income Tax Exp.

Net Income

$57,388
(37,127)
$20,262

255
(6,552)

$13,964
(5,539)
$8,425

$58,966
(40,079)
$18,887

230
(6,467)

$12,651
(5,012)
$7,639

$69,196
(42,099)
$27,097

224
(6,504)

$20,817
(8,247)

$12,571

$71,115
(44,122)
$26,994

743
(6,910)

$20,826
(8,250)

$12,576
24

25

26
Ending Common Equity

Return on Avg. Equity

$101,063

8.9%

$108,703

7.3%

$121,273

10.9%

$133,849

9.9%

27

A.

A.
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I Q- Does this forecast represent the best estimate of earnings available at this point in

2 time?

3

4

5

6

7

8

Yes, it does. Although this forecast relies on numerous key assumptions regarding future

sales levels, operating expenses, interest rates, tax rates and capital expenditures, it

represents management's best estimate at this point in time. I would also note that a very

similar forecast was provided to Moody's as part of the credit rating review process for

UNS Gas. The only difference between that forecast and the one summarized in the table

above relates to the requested level of rate relief, a value that had to be estimated at the

9 time the forecast was provided to Moody's.

10

11 Q- Why is it important to provide the Company an opportunity to earn its allowed

ROE?12

13

14

If UNS Gas is not allowed to earn its cost of equity capital, there will be little incentive

for UniSource Energy to increase its equity investment in UNS Gas through the

continued retention of earnings at UNS Gas and through new contributions of capital.15

16

17

18

19 creditworthiness.

20

21

22

23

24

Without this source of capital, UNS Gas would become more dependent on debt capital

to fund its capital expenditures, thereby putting further pressure on the Company's

As discussed previously, maintenance of  the Company' s

creditworthiness is essential to the Company's gas procurement program and the ability

of UNS Gas to obtain new capital on reasonable terms. Additionally, UNS Gas would

likely be forced to tile a series of back-to-back rate cases over the next several years in

order to improve its earnings and cash flow. Such a scenario would add additional costs

to the Company, its customers and the Commission that could otherwise be avoided

25 through a more constructive, and longer-term, approach to rate making.

26

27

A.

A.
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1

2

3

4

5

In addition to these practical considerations, the financial performance of UNS Gas is

also relevant to the setting of just and reasonable rates as described in two key U.S.

Supreme Court rulings. In a 1923 ruling involving Bluefield Water Works and

Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 (1923),

the Supreme Court stated:

6

7

8

The return should be reasonably sufficient to assure confidence in the
financial soundness of the utility and should be adequate, under efficient
and economical managemeNt, to maintain and support its credit and enable
it to raise the money necessary for the proper discharge of its public
duties.

9

10

11

12

The Bluefield decision established financial integrity and capital attraction as standards to

be met in setting the rate of return for a public utility. In a 1944 decision,Federal Power

Comm 'n v. Hope Natural Gas, 320 U.S. 591 (1944), the Supreme Court stated:

13

14

The return to the equity owner should be commensurate with the returns
on investments in other enterprises having corresponding risks. That
return, moreover, should be sufficient to assure confidence in the financial
integrity of the enterprise so as to maintain its credit and to attract capital.

15

16 The Hope decision reinforced the standards of financial integrity and capital attraction,

and further established the standard of setting a return on equity that is commensurate17

18 with the risks faced by the equity investor.

19

20

21

22

23

24

The Hope and Bluefield decisions call into question the legality of any regulatory

practice that repeatedly denies a public utility an opportunity to earn a reasonable ROR

on its invested capital. Although I am not an attorney, the concept of requiring a return to

be "reasonably sufficient" and "commensurate with the returns on investments in other

enterprises having corresponding risks" is easy to grasp and difficult to argue with.

25

26

27

29
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1 VIII. RATE OF RETURN ON FAIR VALUE RATE BASE.

2

3 Q- What ROR do you recommend be applied to the Company's FVRB?

4

5

6

I recommend that a ROR of 6.80% be applied to the FVRB, even though I believe, as

discussed below, that UNS Gas could justify a ROR of 7.30%. The primary reason to

forego the full 7.30% is to mitigate the rate impact on our customers in these challenging

economic times.7

8

9

10

11

12

13

Q- How did you arrive at this value?

This ROR, when applied to the Company's FVRB of approximately $256 million,

produces an overall rate increase that would provide UNS Gas with a reasonable

opportunity to actually earn its cost of capital, to support its creditworthiness and to

attract capital on reasonable terms.

14

15

16

17

18

19

20

21

22

Q- How does this ROR compare with the value that would be obtained from the

methodology adopted by the Commission in Decision No. 70441 involving Chaparral

City Water Company ("Chaparral") and the revised methodology subsequently

recommended by the Commission Staff?

23

24

25

The ROR requested by UNS Gas is lower. If the approach adopted by the Commission in

Decision No. 70441 is applied to the Company's 8.75% WACC (see Section VI of my

Direct Testimony) with an estimated inflation rate of 2.9% (see Section IV.B. of my

Direct Testimony), the resulting ROR on FVRB would be 7.30%. Likewise, this same

value of 7.30% would be obtained from the revised methodology being recommended by

the Commission Staff in the current Chaparral rate proceeding (Docket No. w-021 l3A-

07-0551).

26

27

A.

A.

A.
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1 Q. Please explain how a ROR value of 7.30% would be obtainedusing either approach.

2

3

4

Certainly. With respect to the approach adopted in Decision No. 70441, where the ROR

on FVRB was derived by adjusting the cost of equity downward by the expected rate of

inflation, the following result would be obtained for UNS Gas using a 2.9% rate of

5 inflation:

6

7

8
Long-Tenn Debt
Common Equity
Total

% of Capital
Structure

50.01%
49.99%

100.00%

Modified
Cost *

6.49%
8_10%

Weighted
Average Cost

3.25%
4.05%
7.30%

9

10
* Note: Modified cost of equity = 11.0% - 2.9% = 8.1%.

11

12

13

14

15

16

Staffs revised methodology, which is explained in the Direct Testimony of Gordon L.

Fox, dated October 3, 2008, in Docket No. W-02113A-07-0551, employs a slightly

different inflation rate adjustment. Instead of adjusting only the cost of equity by the full

rate of inflation, the modified approach adopted by Mr. Fox adjusts both the cost of debt

and cost of equity by one-half of the expected rate of inflation. Using the 2.9% expected

rate of inflation discussed earlier in my testimony, the following result would be obtained

17 for UNS Gas:

18

19

20 Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01%
49.99%

100.00%

Modified
Cost *

5.04%
9.55%

Weighted
Average Cost

2.53%
4.77%
7.30%21

22 * Note: Modified cost of debt = 6.49% - 1.45% = 5.04%.
Modified cost of equity = 11.0% - 1.45%= 9.55%.

23

24

25

26

27

A.
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1 Q-

2

In the Arizona Court of Appeals ruling that led to Commission Decision No. 70441,

did the Court specify any particular method for the determination of an appropriate

ROR on FVRB?3

4 No. My non-legal understanding of that decision, dated February 13, 2007, is that the

5 Court of Appeals found that the Commission has wide latitude in setting the ROR on

6 FVRB. Although the Court found the method used in the original Chaparral Decision to

7

8

be unconstitutional, no particular method of determining the ROR on FVRB was

specified by the Court.

9

10 Q-

11

Why is UNS Gas requesting a ROR on FVRB that is lower than would be obtained

through other methods that have been approved by the Commission and

12

13

14

15

16

17

18

19

20

21

22

recommended by the Commission Staff?

There are several reasons. First, it appears that the Commission has wide discretion in

setting the ROR on FVRB, provided that fair value is adequately considered in the rate

setting process. Second, the Company believes that the requested ROR, when applied to

the proposed FVRB, will be sufficient to provide UNS Gas with an opportunity to earn its

cost of capital and to attract new capital on reasonable terms. Third, in light of the

current economic environment, the Company would like to limit the impact of its rate

request on customers. Under these circumstances, it appears that the public interest

would be best served if the Commission were to use its discretion in setting a ROR on

FVRB that gives UNS Gas an opportunity to earn its cost of capital while at the same

time limiting the impact on customers.

23

24 IX. CARRYING COST ON PURCHASED GAS ADJUSTOR BALANCE.

25

26 Q, What is the current carrying cost applicable to PGA balances carried by UNS Gas?
l

27 The current rate applicable to PGA balances, whether they are in an over- or under-

A.

A.

A.

32
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1 recovered position, is the 3-month Financial Commercial Paper rate as published in the

Federal Reserve Statistical Release H.l5.2

3

4 Q. Does this rate reflect the actual cost to UNS Gas of financing PGA cost deferrals?

5

6

7

8

9

10

11

12

13

No. Under the joint revolving credit facility shared with UNS Electric, UNS Gas may

borrow at a rate of LIBOR plus l.0%. This rate is typically much higher than the interest

rate on commercial paper issued by large creditworthy financial institutions. As may be

seen in Exhibit KcG-l3, financial commercial paper rates and LIBOR tracked very

closely to one another through mid-2007. However, since that time, rates on 3-month

LIBOR borrowings have been significantly more expensive than rates on 3-month

financial commercial paper. When the additional 1.0% credit margin is added to LIBOR

to reflect the cost of short-term borrowing to UNS Gas, it is readily apparent that the

financial commercial paper rate is not adequate in terms of providing full cost recovery to

14 UNS Gas.

15

16 Q-

17

What carrying cost do you recommend be applied to the Company's PGA balances?
. Leal( < n e + i ¢ r m l

I recommend use of the 3-month LIBOR rate as published by the Federal Rooorvc, plus

18 1.0% to cover the additional margin that UNS Gas must pay for short-term borrowings.

19

20 Q.

21

Is the Company recommending any other modification to the PGA mechanism

adopted by the Commission in Decision No. 70011?

22 No.

23

24

25

26

27

A.

A.

A.
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1 x. SUMMARY OF SCHEDULES.

2

3 A. Schedules A-3 and A-4.

4

5 Q- Please describe the information contained in Schedules A-3 and A-4.

6

7

Schedule A-3 presents a summary of the capital structure, capital ratios and weighted cost

of capital for the years ending December 31, 2006 and December 31, 2007, and the test-

8 yea r  end ing  June  30 ,  2008 . Schedu le A-3  a l so presents  s imi la r  information on a

9

10

11

12

13

14

15

forecasted basis for the twelve months ending June 30, 2009.

Schedule A-4 provides historica l  and projected information relating to construction

expendi tures ,  net plant in serv ice and gross  u ti l i ty  plant in serv ice . The projected

information for the period 2009-201 i is consistent with the base case financial forecast

discussed elsewhere in my Direct Testimony. The values for net plant in service and

gross uti l ity plant are presented on a regulatory accounting basis, which differs sl ightly

f rom the presenta t ion used in the Company 's  audi ted f inanci a l  s ta tements  and the

financial forecast.16

17

18 B. Schedules D-1 through D-4.

19

20 Q. Please describe Schedule D in the Company's Application.

21 Schedule D consists of four parts, Schedules D-1 through D-4.

22

23

24

25

26

Schedule D-l contains the Company's actual and proposed capital structure and weighted

average cost of capital for the test-year ended June 30, 2008. This schedule also contains

projected information pertaining to the Company's capital structure and weighted average

cost of capital as of June 30, 2009.

27

A.

A.

34
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1

2

3

4

Schedule D-2 contains detailed information on UNS Gas' cost of long-term debt.

Schedule D-2, page l, provides a calculation of the weighted average cost of long-tenn

debt for the test-year ended June 30, 2008. Schedule D-2, page 2, contains a projection

of the Company's cost of debt as of lune 30, 2009.

5

6

7

Schedule D-3 indicates that UNS Gas had no preferred stock outstanding during the test-

year, and that there are no plans to issue preferred stock.

8

9 Schedule D-4 contains the Company's estimated cost of equity capital and the proposed

10 ROE for use in this proceeding.

11

12 c . Schedules F-1 through F-4.

13

14 Q, Please describe Schedule F in the Company's Application.

15 Schedule F consists of four parts, Schedules F-1 through F-4.

16

17

18

19

20

21

22

Schedule F-l contains a summary income statement and a return on common equity

calculation for the test-year ended June 30, 2008. This same information is presented on

a projected basis for the year ending June 30, 2009. Pursuant to Commission filing

requirements, the projected year information is presented using two different rate

assumptions: (i) a continuation of present rates, and (ii) an assumed implementation of

proposed rates as of July l, 2008.

23

24 Schedule F-2 contains a summary cash How statement for the test-year ended June 30,

25 2008. This same information is presented on a projected basis for the year ending June

26 30, 2009.

27

The projected year information is presented using two different rate

assumptions: (i) a continuation of present rates, and (ii) an assumed implementation of

A.

35
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1 proposed rates as ofluly 1, 2008.

2

3

4

5

Schedule F-3 contains information on the Conlpany's construction expenditures during

the test-year ended June 30, 2008. This same information is presented on a projected

basis for calendar years 2009, 2010 and 2011 .

6

7

8

Schedule F-4 contains a description of key forecast assumptions used in preparing the

projected information appearing in Schedules F-1 through F-3 .

9

10 Q- Please comment on the projected information appearing in Schedules F-1 and F-2.

11

12

13

14

15

16

17

18

19

20

21

The financial projections that assume a continuation of current rates through June 30,

2009 were taken from a base case financial forecast prepared for UNS Gas, the same base

case forecast discussed elsewhere in my Direct Testimony. It should be noted that this

forecast is based on numerous assumptions regarding sales growth, natural gas prices,

operating and capital expenditure levels, and other factors that are subj et to change over

time. Additional financial projections are provided in Schedules F-1 and F-2 that assume

implementation of the Company's requested rates beginning July l, 2008. These

additional projections are included for the purpose of complying with the Commission's

rate filing requirements. Since it is unlikely the Company will be allowed to increase its

rates prior to late 2009, projections assuming that the requested rates were implemented

in July 2008 have limited analytical value.

22

23 Q. Does this conclude your Direct Testimony?

24 Yes, it does.

25

26

27

A.

A.
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Opinion

Corporate Profile

UNS Gas, Inc. (UNS Gas: Baan senior unsecured, stable outlook) is a local gas distribution utility serving
approximately 146,000 retail customers in Mohave, Yavapai, Coconino and Navajo counties of northern Arizona
and Santa Cruz County in southeastern Arizona. UNS Gas is a subsidiary of UniSource Energy Services (UES)
which is also the parent of UNS Electric, Inc. (UNS Electric: Baan guaranteed revolving credit facility, stable
outlook), a transmission and distribution utility serving approximately 90,000 retail customers in Mohave and Santa
Cruz counties in Arizona. UES is a wholly owned subsidiary of UniSource Energy Corporation (UNS: Bal senior
secured bank credit facility - security limited to stock of certain subsidiaries, stable outlook). UNS' largest
subsidiary is Tucson Electric Power (TEP: Baan senior unsecured, stable outlook), a vertically integrated electric
utility serving approximately 400,000 retail customers in the community of Tucson Arizona.

Recent Developments

On October 28, 2008, Moody's assigned a Baan rating to approximately $100 million of senior unsecured
guaranteed notes (the Notes) of UNS Gas, Inc. and assigned a stable outlook. The Notes are guaranteed by UES.

In July and August 2008, Moody's assigned ratings of Baan to UNS Gas and UNS Electric's joint $60 million
guaranteed credit facility, and to UNS Electric's $100 million senior unsecured guaranteed notes. The facility and
the UNS Electric notes are also guaranteed by UES.

Rating Rationale

The Baan rating assigned to UNS Gas' senior unsecured notes reflects the interdependence that currently exists
between the company and its affiliate UNS Electric as a result of their shared credit facility and parental guarantee
from UES. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNS Gas and UNS Electric. The UNS GaslUNS Electric shared senior unsecured revolving credit facility, and the
guaranteed senior unsecured notes of UNS Electric, are also rated Baan. For additional information, please see
July 8, 2008 press release and related July 9, 2008 credit opinion for UNS Gas/UNS Electric.

On a stand-alone basis, following the framework outlined in Moody's Rating Methodology for the North American
Regulated Gas Distribution industry (Local Gas Distribution Companies), (the LDC Methodology),UNS Gas' credit
profile maps to a Baan. The Methodology focuses on core factors including: degree of profitability, the level of
regulatory support, degree of ring fencing, and financial strength and flexibility as evidenced by key financial
metrics and liquidity.

I

I

I

We elaborate on the various key rating drivers for UNS Gas' mapped underlying Baan credit quality below:
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Factor 1: Sustainable Profitability
\

UNS Gas' overall profitability, as measured by return on average common equity (ROE) and EBIT per customer,
has been improving and currently maps to the low end of the range for investment grade issuers. Over the medium
term, we expect these metrics to remain within the Baa range.

l
I

In 2006 and 2007, as earnings declined while equity increased due to incremental investment and earnings
retention, UNS Gas' ROE was under 6%. in November 2007, UNS Gas received a $5 million rate increase with
new rates effective December 2007. As a result, ROE, adjusted for Moody's standard adjustments, improved to
approximately 7.7% on trailing twelve month basis as of June 30, 2008, This is within the range of 5-9% identified
for Baa issuers, although still below the 10% ROE authorized by the ACC in its November order. Due to planned
investments in its system significantly above depreciation, UNS Gas will likely need on-going rate relief with much
less regulatory lag in order to maintain its ROE.

i
i
1 UNS Gas' EBIT/ Customer metric also currently maps to the lower end of the Baa range. The ratio declined

modestly from 2005 through 2007 due to limited earnings growth without a rate case combined with above average
customer growth. Due to general economic conditions, customer growth in 2007 declined to approximately 2%,
which is lower than previous years. Growth in 2008 is expected to be less than 1%, and is expected to remain
modest over the near-term. With customer growth slowing and the recent rate increase, the three year average
metric may be able to move into the upper Baa range.

i
8

E
f
I

I
i
8

Factor 2: Regulatory Support

The regulatory supportiveness factor has been scored in the Ba range reflecting Moody's view of the traditionally
challenging Arizona regulatory environment, where regulatory lag has historically been significant for both gas and
electric utilities. The scoring also recognizes the existence of fuel and gas purchase adjustment mechanisms
designed to shorten the time to recovery of these more volatile costs.

UNS Gas' last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas did receive approximately 55% of its request though its ROE was lowered
from its requested 11% to 10%. The ACC also rejected requests by UNS Gas lo allow revenue decoupling and
CWIP in rate base.

I
I UNS Gas filed a new rate case in February 2008 requesting a $10 million rate increase (6.6%) premised on an

11% ROE and 50% equity ratio and using a September 2007 test year end. In March, ACC Staff informed UNS
Gas that the test year did not meet the ACC's requirements for elapsed time since new rates from UNS Gas' prior
rate case were implemented, and as such, the filing was viewed as deficient, UNS Gas plans to file a revised
general rate case in the fourth quarter using a June 30, 2008 test year. Moody's expects further need for rate
cases over the near-term due to regulatory lag and on-going capital expenditures.

54
Arizona gas utilities appear to have moderately well functioning fuel cost recovery mechanisms. UNS Gas'
Purchased Gas Adjustor mechanism may be changed monthly based on a comparison of rolling twelve-month
average gas cost and gas costs in base rates though there are limits to the levels of adjustments over a twelve
month period. UNS Gas may also request a surcharge to recover deferred balances.

I
s

V Factor 3: Ring Fencing

r
e
§

1

I
i

Ring-fencing at UNS Gas maps within the Baa criteria outlined in the LDC Methodology, Although the risk of
exposure to non-regulated activities is considered quite modest as both UNS Gas and UNS Electric are fully
regulated, there is significant interdependence between the UES subsidiaries in the form of a shared credit
agreement and parental guarantees. Services are also shared with UniSource's primary regulated utility TEP. UNS
Gas contributed approximately 50% of consolidated UES' EBIT and approximately 6% of UniSource's EBIT in
2007.

8

The Arizona Corporation Commission (ACC) has not restricted UNS Gas' ability to pay dividends to its parent,
however, the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement, but UNS Gas is well within the limits imposed by these documents.

Factor 4: Financial Strength and Flexibility

\ The four metrics that comprise Financial Strength and Flexibility fall within the mid Baa to low A range.

UNS Gas' retained cash flow to debt (RCF/Debt) has been within the 12-16% range since 2005, and may improve
moderately over the near-term. UNS Gas is somewhat unique in that it has been allowed to retain 100% of its free
cash flow over the last couple of years, which has significantly strengthened its financial profile. Using the LDC
Methodology framework, which is based on three-year averages, UNS Gas' RCF / Debt ratio maps to a rating of
Baal. This metric may continue to improve, and potentially move to the low A range as UNS Gas continues to
grow its rate base and seek ongoing rate relief.

4
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UNS Gas' debt to capitalization (Debt/cap) has improved from approximately 62% in 2004 to 52% at the end of
2007. DebtlCap has improved as the utility reinvested its earnings to fund its capital expenditures without issuing
new debt. UNS Gas' three year average Debt/Cap currently maps to a Baal. As of June 30, 2008, Debt/Cap was
48.5°/0. A three-year average Debt/Cap in the range of 47% - 50% maps to a low A rating.

i

3
I

J
r

UNS Gas' EBIT to Interest ratio fell from 2004 through 2007 due to moderately rising interest and depreciation
expenses and a lack of rate relief over that time. As a result, the metric maps to a low Baa rating for the average of
2005 through 2007. With the recent moderate rate relief, EBIT has improved and interest expense has Ievelized in
2008. EBIT to Interest improved to 2.7x for the twelve months ended June 30, 2008 and, over the medium term, it
is projected to remain in the upper ex levels. With further rate relief and cost control, the metric may improve to
above ex which would map to the A range.

4
3

The free cash flow to funds from operations (FCF/FFO) metric indicates the degree of flexibility (or shortfall) that a
utility has available should there be significant, rapid changes in gas prices or if other unexpected liquidity needs
arise. The measure is generally negative for most utilities indicating an on-going need for new financing. The
metric has historically been fairly volatile for UNS Gas as it was (96%) in 2005, 17% in 2006 and (5%) in 2007. The
FCF/FFO three-year average through year end 2007 maps to the low A range. Going forward, free cash flow is
likely to stay modestly negative as cash from operations is expected to approximate capital expenditures while the
utility continues to not pay any dividends over the near-term. As a result, FCF/FFO is projected to remain in the low
A range.5

jg

I
Liquidity Profile

UNS Gas cash flow profile is relatively stable with operating cash flow approximately covering capital expenditures
in 2006 and 2007. In 2007, cash from operations primarily covered capital expenditures of approximately $23
million. Over the near-term, capital expenditures of $20-25 million annually are expected to continue to be funded
roughly by cash flow from operations.

UNS Gas has two $50 million issues of senior unsecured notes outstanding, one maturing in 2011 and one
maturing in 2015. UNS Gas' short term liquidity needs are supported by a joint UNS Gas/UNS Electric $60 million
credit facility which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as
the combined amount does not exceed $60 million. As of June 30, 2008, no amounts were drawn under the shared
credit facility.

The UNS Gas/UNS Electric credit facility contains two financial covenants applicable to each borrower: for UNS
Electric a maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25x, for UNS Gas a
maximum debt to capital ratio of 67%, and a minimum interest coverage of 2,25x. As of June 30, 2008, the ratios
Were 53% and 4.24x at UNS Electric and 50% and 3.91x at UNS Gas.

Moody's assumes that UNS Gas will manage the amount of its near term obligations within the limits of its
available sources of cash, including its committed bank credit facilities.

Rating Outlook

t
The stable outlook for UNS Gas reflects our expectations of continued stable or modestly improved cash flows
resulting from rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures will be financed in a
manner intended to maintain UNS Gas' current level of financial strength and flexibility.

What Could Change the Rating - Up

r

i
E

UNS Gas' rating is currently constrained by its interdependence with UNS Electric and our view of the consolidated
credit quality of UES. In the event this interdependence was reduced while UNS Gas retained its similar credit
profile, the rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the
consolidated credit quality of UES, this could result in positive rating action for UNS Gas.

t

r
I

What Could Change the Rating - Down

E
x

.5

A downward revision could occur if there is deterioration in the credit quality or ratings of UNS Gas or the
consolidated credit profile of UES or UNS Electric, If UNS Gas credit metrics decline to the low Baalhigh Ba range,
for example, RCFlDebt below 10% or EBIT / Interest coverage of less than ex, or if regulatory support significantly
worsens, then there could be a downward revision in the rating or outlook.

i

i

Rating Factors

UNS Gas, one.
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Factor 1: Sustainable Profitability (20%)

a) Return on Equity (15%)

b) EBIT to Customer Base (5%)

X

X

Factor 2: Regulatory Support (10%)

a) Regulatory Support and Relationship X

X

Factor 4: Financial Strength and Flexibility (60%)

a) EBIT/Interest (15%)

b) Retained Cash Flow/Debt (15%)
c) Debt to Book Capitalization (excluding goodwill)

(15%)

d) Free Cash Flow/Funds from Operations (15%) X

X

X

X

Rating:

a) Methodology Model Implied Senior Unsecured Rating

b) Actual Senior Unsecured Equivalent Rating

Baa2

Baan

Local Gas Distribution Aaa Aa A Baa Ba B Caa

l
E

I
J

r
I

8

»

g

\

g
X

1
4

|

i

8
I
[

1
5
i

§-

(

i
I
e
I

© Copyright 2008, Moody's Investors Service,
(together, "MOODY'S"), All rights reserved.

Factor 3: Ring Fencing (10%)

a) Ring Fencing

securzhes. NO WAR
FITNESS FOR ANY
MOODY'S IN ANY

9 *

x .

.i'

Inc. and/or its licensors including Moody's Assurance Company, Inc.

w

1 4

'8 [Sm

;

e3vf»r

1

. x

I
x
E

i
E
t

1

I
I
t

i

i
1

f

i

x
i

1



? g 1

1

I

I

i
I!

i

i
I EXHIBIT

KCG-2

I

E

I
I

4
5

»

I
g

1

I

l
2
i



v I

n.
(D
o
x
4-1

:E
. c
x
LLI

g
4-1 * (D

3 .4 .QL.. _
m

E .5_(5 %

m
C
cu
Di _w
"6 8
Q o
o  o
L. 2
G.)
3
ww

.C
o
u.

C

he he w he ea he he et as as

I a I
< m <

<r o> r\ <r
o  N
LD co m ~¢ O)

N 1- 1"

1- * N r- LO <*)q» N  o  m  o N Cal o
1- o  o Cal co
1- 1-

I < I I I
03+mm<

*-..._

¢f>
<

he

(U
(0

m

<'

q-

LQ
T '

N
E

Q)

cu
- H
m
D

a
°6
cm < m 8 88 <C

3 Lo r~ N co LO C*) of of GJ

8888888888
<l'OOf.O\-LD - v - 1 - ' < f C >
v  v  m m m m m m v m

\ -
Lm

E

mm
w
cm
z
:J

o

C E
o > ~ OE#°'"

o'w...m
o L a , , _

.2
Cd

.I-l

o  < r  < r  q -  o I \  N
N
1"
1-

>I  :
o N
: Q.

E
o
o
2
.Q(5
L -as
a
E
o
o

(D

a>

E Cr;
o
q

(5

o  c o  w o o  o  v  c o  o  o  o o
© l - D * W O ® ( D @ © L D

» 9 ' © U )
v W p N N © @ © ® ¢
G3 O<">(D1-l.O©€*`><-LO
n m co v ou no oa oo oo o
N 00 1- 1 - v -

.c4-1

.Q
w *5
m :Q o(D 8 7,

D  O
:s >»

3
(0
'a

o '

C o

<5
C (D

§é
E E

cm in

6 d O'
C

(99
-<3

L...l-l
o. 8 at

o II cu
2 Lt

oL.. >~

-c <n
cu>. mGJ (D C

V) 4-1+4 L __
C GJ a> o

E .18

(U

.C4-4 215-C o

m
S > -

'D
C
cu

C  o
u> O 3

:J Z

w LE

Di m ->

(D 4-1 (5 O

8
9
o m
a. ° ~ o . -s.. 0 :
o o E o
O 0 8 .1

v?'8iv v>.l>o8 "nu Q.
L 3 _ 336

*ea _
§'33n: 1813 cm

an z ._
0 : ( D 8 '63 , n u
8 8 " J 8 = § ° * 2 I
_ l ° 9 B . : - |EQ8 tE33@<<_lzzzn.c/1:03

Q U

q)
3
cu
>
C
.Q
U
G.)
2

8
LQ

6
.E
_I
GJ
2
(0

E, >
.Q .c
2 '.:2
m (U
.Q as
3 w
cm
Z, M
._ C
8' as
cm §(0 W
on q)
4-1 >m c
8 <0
a u
ea Eu

. c

o o
'u -=
8 .Q
_g> _cg
3 8
cu C
a> o
8 =3
.c N.... . _

m g .
o m> N 0

8 - ' a
<=>8es
: w a s
3 E03
.cm-1
0: 5 40
U):I; IU
C N c

<0 0
8.9==
'"̀ <§-4
- .8.E

<\>--.a3:5
m o

'65> 'we;
o

O N E

88'_
c < m

0 4-

>~8.<2
c ueE§=8
O - - Q- ..|E T
§°~=. . o

1' .§¢>0
ea ;

m
6 3 2 0 )



'F l I

r

I

5

\

1I
4

EXHIBIT
I
r

KCG-3

\

r
1
3
1

I
I

1
\\

1
i

I

l
L

|



4 r

9
CD

Eu.
3 O

Q

8
2CO
( I

8888888888\"'C*)@<1'C")l\O5I\(\l®
v v  v  wm mv ww m

8
v '
LD

°?
LD
o
x

:9
. c
x
LU

1..
cu
G)

'
Lr>

_| 'G
Z
cm C

LL

T u t
8C<°>.
LO

8 8 < £ 8 £ 8 £ 8 8
" Q Q Z Q L Q Q Q Q Q Q
L010 co<ru'><or\co<r

8
co
Lr>

m
'U
c
m

E
8
D

E
3
8
(D 8888888888

°Q°2Q<=2<=QLQ<x<~2Qu2W'lDOCOlD(.Ol.OCD@l\
8
Q|\

<n
m
C cm

O
<0 m
LlJ N
' u
a>
o
q)

2

4-1
C
G)

`- .X
(D'Dm

E C !>

.Co C
»- m
<5 a>
a> >

8

C m
m
(5
w
(D

G)
C

_ J

q)
2
CO

>

w
cu
GJ

>-
LO
o

4-1

( q

© O © W © F:find
8
©.
LD

L..

o

cm

3
Ar

ina_
(0

8 8 8 8 8 8 8 8 8 8
@ ® © n Q @ ~ ® n

\-nLoou'>moo<rn
8
n.
(v)

'U
c g
m o
en 1 .

oven
..: >~

o c c

I.. 8__u.l E
o

Ia as
4-1

Eu Eu
a

;  E
o o
* oCD

q)
.c
_J

'U
GJ*I*
o
GJ
oL

D.

8 -E an
G) 3 >-

Q Lo

as Q <9 .Q
Q

mfg3 >
>

Ts
O
C
cu
C

L L
_ 1
z
U )

. 6
O
m
G)
(D
Q)

r e
4-1
C
G)
E4-1
(D
G.)
>
C

o

C >~

O.
E E o
O U; cu

w
. x
O
as
N

:_4-v

Q.
:s
oL_
(D

:s
m

6U!

*a in
3  I

6C
__|
G)
3
(U
>

' 1

8 m 8
_ o 3

>.0.0£
o
1. . u>

C U) *

_I 6 'U<53olCm:

46
m o

8 3'59
O m

8Lu<,,89<9§°
<<_J

C
o

>

c
6 "au
e eadc
O 8 0 2:
ma> 801.98

(D |
cm E  9 2 0 -

3*-8>
>~. Z z Q C
ea .....*__

o mmQcmg-3 o

-CE.-E-_13a>._o.._oo
zzzn . m c/ QE

(D

8
G)
_3
(0
>
C
.g
'o
a>
2

(I)
a>
O
L .

:s
o
(D



EXHIBIT

r r

KCG-4



mo
o
N
O
m

mooN
oN

CDooN
o

ofooN
O<r

m
o
oN
O(*)

r~
<">
<4
o
he

m
c*>
:Q
o619

m
00
N.
ohe

m
LO
cy).
o
he

r\
m
<r
oea

mco
m.
Oea

c~'>
m
m
ohe

co
Q)
n .
o
et->

LD
co
<-
o
he

| \au
ofoet

m
l~
N.
oet

ofof
N
o99

m
co
N.
oIa

m
co
of
ohe

l\m
'42ohe

m
(v)
Ag
oea

m
0)
<~'e
o
he

ofm
No69

LD
(O
< t
o
69

1\
m
"9
o
ea

(q
r~
N.
o
he

of
of
<~4
o
he

LD
N
N.
o69

LD
LO
c*>.
o
as

o
N
<t
oea

OF
vo
<*a
o
6 9

co
U)
of
o69

o
of
Ag
o
ea

LO
LO
<1i
o
e a

r ~
Q
e t
o
h e

oLo
N.
Ohe

of
of
N.
o
ea

m
N
N.
o
69

LT
Lm
e t
o
h e

LD
l ~
c~'>.
o
6 9

oco
n .
o
he

LT
co
*'Z
o
h e

O©
N.
oEr->

or~
n .
oe t

1 f

I

I `o m 'U
G) q) C
o >- as
as .L Q
8 Q .Z
up ii o

v-¢o<l-zoozomnv-coco<~'>u'>Lr>l.n<ooo¢oof>n<r
m m w m m o w

v ' \ - v - r - 1 - r - 1 - \ - Q w
e9 e§e9e9eeee¢-ee9e4e=>

r

(

I

¢

\

r

<r
LE
o
x
I t
:E
.¢:
><
UJE

1

zoo"

c a-.
-I

a
1

(v)
of
4-
o
</>
m

I
U)
'o
C
a>
53
8
D
>
a>
m
3
o
' U
a>
o
G)
D .
X

UJ

.he
cu

_c: D>- g _
Q 4-

CD

Lm' o

8 8 8 8 8 8 8 8 8 8
m m m m w m

v v v m mmvmwm
<9
mz 9..Q
D

U

4-1 8C
a> IQ
o *> " '
q) a
no 22

Lu

0)
(U

oooooooooooooooooooo
o  o  o  o  o  o  o o o  o
m  v  m  v  w  m  m  w m  w

oooocococol~<o<oool~

'u
c
ea
E
8

88
>.(D

o m :
c.*<°

m E

.go

_o
N

o

r:
m_{:̀U

a>5,13
C -o-4

m a>
o 'I
17,O
_I

C

> g
m

cu C D..

+-4
C

o o r ~ | ~ e o  3 | 5 o o l 5 8 8

Q Q Q @ 8 Q Q Q Q Q
N N N N N N N N N
o O 0 U
F q - q - F

4-1 uIa C
L.. t U
3 cu 8'O 3 ._

o D

C
a> a>

ommommoommN¢\lllW¢DI\¢DI\NU)
~q<~q<Qq<-_eqoqqngcqo  o  o  o  o o o o o oeeeac-ec-Ae9e9e4e9esc-A

G)
o
C
m
C
LL

3
o
. c
m
>-

E
o
~:

o .Q

I o
O

E C Q

Ia m 6
i
!
4

G)
I-

" E d

v>Oq) of
U)

E
3 >s Z  Z

8 >8 83&m
E- E 0'<5c

o°-
un 0 " '

| o (Ui-ad; 98§8
E c o cu- Q :

rn ' u ->do 5§C8
8 s>8" '°'°3'w.=°26° ~-888
m 8 6 3 3 18<»"(D§8a>._o.SL'38£9<<JZZZ&WW;

gm cm LE u) c au as 3G.) 8"
-o-l..J

3 o

C

L- . Co *o *o t

c

.Q
4-4(0
E
1...

8

'U
C
Q)
jg
.>_
O

115
8
3
O
(DE

I

I

t



I:I
I I

I
I

I
[

*

I

I

i

|I

i EXHIBIT

=
I

KCG-5

i

I
I
I

I
F"l

i
4

I

I

I

:

i
i

a

1(

1

1

i
E

|

l



<1
' \

/°

a 2

4

)

)

I
3

1

-""1

I
F

l

"P
w
o
¥
:':
:E
.c
x
I.IJ

40

690"/84

,
84

%`4%

'°é@

<o

I|
~v i

C
.o
43
its
u:
C

12
¢5<'i
C :

go
<9..==
' 3 8

cm
o

: :a..
3
o
GJ

CD

u>
es
as

*o

4
09%

_ W

I

'o
G.).~_»
o
G)
D.
X
G)
' c
GJ

.>_
a)
* 9
(D
8
|-
m
q)
? '
o

c
.o
-A-I

cu
\ 4 -
.c

c:
O
1,-3
(0
G:
C

E
8 !

I
i

CO
=
c
*I-
o
cu
4-1
CB

r e
' c
ea

3 .
E

- %~
-.9

Q
- 4

_
-<9Q
_ 564

- ~<&
4 9 @ 9 9 W W 9 9¢
M M M N N N N N v F F W

1U8oJ3d

do

U
2o
as
D.x
o>

'u 'o
an Ia
8  - E
o .x 'U
o 4,

8
> I-
an m
u G)

?'
n .  o

8 4?~ :
Q ' U
N

'U
GJ

+
<»:

'o
a>

'o
C

.LU
G)>
.92
O
4-o
. x
C
cu
m
G)
E
G)
(D
G)

no

ms..
GJ
' o
GJ

U .

G)
O
L .

: J
O
cm



I I

EXHIBIT

KCG-6

I

g
\.

l

1r
i
I
.
r
I

f
I
1
l

¢

I

I
I.

4



i
I 1

Z*
' o 5

*<1_3 o '

<5 U J

.E
-4-4
i n

L U

8888888888.Q©.©.<r<°.®©.Lf2<r\-\-ououomouoacno
8

O
4°
(D
o
x
*_
:E
.c
x
IJJ

4 -
o
+ 4cm
o
O

b

r

r
1

3
1

8

©©©©©©©©©©
O

r

88
17 3
U) L.
Co CD

_ I
I
4
I
I
I

5

4
I

I
Lo

M v ® © @ ® @ N ®
c>cooo<rnovn<r -

W
uaeeeaeeeeeaeaefae-'aaa

O)
QL.

m
G)
>-

g
8 Lm <r m OF N

m LO N of 1-
T* v' N W W W
w he 69 69 ea 69 ea ea he 69

of m of
of N. et

1"'- 00
<=>.

>-

m LD LD
N  Q LQ

o m m m w w m 1-
w w m m m v m m m

e=ae.eeaene»9e9eeeawee

o>
6

<9

< r
L .
CO

W  G J
U
c :
Q)

. 9
> m
O a
U  G . )
. 9 3  > -
o
G)

9
0_ N

(5
a>
>-

z
3 0')COLD<.O of

I \ ( ' JLO 1- 1-

eaeeefaeeef-><=f->e9e'ae=>e=>

(O m |\
of LQ q

C*)L0
°><r

Q.
Ia :
.5 8
_>~<9
cu >~.

d  :  c
: < cu
l m  ° -
in o E
nu Q O

an O
cm 92

.Q'Ill
pa go
8  ( 5
3

E

Q.
E
o
O

1...
m
q)
>-

f
J*

> .o
¢,u>

__&
C an
m
o ET
GJ

Lr>Lr>co<o<:>l.r>l~\-<.o<r
® @ ® © ® Q ® n
n<o<r<rc~ '>cooo<ro>nm n v m ¢ ¢ n m n m

f
I

;
i

I

as he era 619 he 619 he 69 he et

r
1

C c
I

I
o
Q.

o o
I
I
8
i

w
m

CD
.Q

'U .2
_ :J

m ' a U
E

Q .

L-

L-

G.)
O
C
m
C

LL

3
o

.c
m
>-

E
o

..\:
Q)
1 .

(U
w
Q)
.QL_
Q.

I
i

CO rn
U)3

i

3
3

_8o.
o > ' : M (5

® =-9 °
m
o

*a Mm

38-§1 U)
I

1

I
2

C
o
cy >`>~

g E ° . L 5 c
00.==

cm W M
8 Ia 9

E-63 _<Dv>'5<s
8 o 9 -=8 3§>vf

*Z-2,'2> Z§a>(9c
8U-loEc°°:°'8°

.C .c _J_| 3 *'
CDS a > . Q o . 9 2 o o W< ¥ _ l z z z o _ c n < n 3

3
o

LE

O'+-
GJ

cu
>
a>

(0

9
<

a>Q..(0.c
(D
215O
3o
U)

I
E

i
9

.c
c m

i



a \

i
!
1

E
I

r

s

E
I

EXHIBIT

KCG-7

l
e

l
z

I0- _

g
3

!
l
(



8
8i
1

1 I

»

U'
I

f

Z."
3 3
Oss LU

.§
"68
Lu

8888888888
cqcqoqcqcqmgcqcqoqoq© O O C ) v - O O C J O O

8
cs

g

I

4 -
O
+4
m
O
O

'T
LD
O
:¢

:E.c
><
UJ cm

1
l

r
gl

l l II l l II ll ll ll ll ll l l o

(0

l 75'u
o
E
U) Q.
C 5

8 ECE 3
8'E
8 93
UCLUJ

8888888888oooooooooo
O E

'é
o1.
(D

x X x X x X X x X X

(04-1
G)

m

LDLDCLDLOCJLOLOOO
°9°Q°l€°9°?°Q°Q°Q°?°?
o o o o o o o o o o U)

GJ

<
+ + + + + + + + + +

cm4-1
(0
a c

8 8 8 8 8 8 8 8 § §mm mm m m m m
LQLQLQLQLQLQLQLQLQLQq-~q-<|-q-~q-q-<|-q-~q-q-

Q__
' W e

'4-
o

GJ
GJ

L'rX
(D

DC
m

3
nr
8->
:s

o
4-1l

1 C

in
E. . . 3

88 _ 0
<9.'!<.>

GJ

M=> as
go

E
o

3
Q.
<

C O
m

Q
I -
f

Q.
W E
G)

|.-
r
r

i |-4-1

O.
:J
oL.
O

I

;

3c o
d
3 Di

LE
C 8

| 3
GJ

9
6

G.)<.>
3 8

5 x..
c: (D

l
.zé
oC

D! 'W _C _|
___|

G)

I

C

o. C
Q O
(I)

m
C o

\ _ ..

*a 3 u>
C

L. '7, 'o
o

'u 3 E I
o 3 o 1: 'c 3 *8

C

o >~
9 =>'o 84: .

E o
O QEC_Q

U o  - * 3
vo </>Ia </>.Qo, . o (DQ Q.

OQo- (D<r>*
8 E - - 5 0

<nO 8 *5"'8., ,
(0

(u >» UP

o 8 .*,7,.."'in O CG) --a>IJ-14923 M O G)

(D§<§a) .Qo .Qo CD< < _ I Z 2 Z g _ ( / 3 ; / ) §

G)
2cu
>
a>
U)
cus..
q)>

<

:goomo
n o
8
88o
6 8gm
w-8

o
' E E

Eo
8 3

E ' -N o

8¢1,
- o x

a l - L M
G)5353

8> E<*QIJJ
8 6cu c
M 23-J
b (5 G)

° :
3

E E*-' "'8
82*4-1 4-I G)W C 8

0 ~ 8 ¢O ona
Q TE'>
M 8
»- w

388.=~
Q . 3

1 ' /20:
8 at
1 0 : 3'w w w
_,-,>-
' 8 'T 3
a > N ' -..a>

8 - ' = ' 8 3
2-E9 D

M n.

<n '"
>-

:J
o o G)

8

»

(

i

i

Ix

n



EXHIBIT

I 1

KCG-8



' o
C
o
co

E*
3
(D
m
GJ

|.-

<15
: J
Q:
>7

0 /9 %
690999

(01931

< /TOO

jo@,

0 2
(03/0

<0998
190;'

90 too

0
/

902/0
'

80%
Gob;

90100

0
$01908

309%3 Q090

a

L
>
4-J

':
3

(5
E
o

4-1

8o
>-
'U
o
m

<*>

U)
' oC
om
E
3
o

SE

I

.Q
3
D.
GJ
m

3<

q
LO

LQ
LO

LQ
v

Q©LQ
co

q
t\

+

1

4

4

5
4

(

S

<39

)

6

I

°9
.up
o
x
:':
:E
. c
x
IJJ

a>

>-
I

1...
o

of
*cC

~4-4
c u

>\

m
4-*

on 59 o

2
E

cm
'u
C
o
m
E*
3
cm
m
GJ

|-

f/5
3

C C
- _co
w e
8 8
<08z

u
83
D.

(U I

VJ

a>

G)
o
m
E
a>
>-

>\'U I
:':: *- an

0)
o

L -

O \..

U
8 4-

g
3.3
gm
M n

3;.9>§U
£ E° a >-9>
E O
3 8
<5 0
0>'o
138
<48
DG)

,
08
won
'cu

E a
Q U
q) dJ

LL

2
o.0_<§

b u
an of
us oZr>g~

<o'¢73
8 8

* Q N :
m : <
E*co
3 on
$88
'COLL
c *o >. G D sm

o
383
o88
'Gui-.:CE
& m ol

in .Q
2:QE
o4025

G)



E I I

l1

r

I EXHIBIT
f

l

(

4
I

KCG-9

3
|
I

l

I
I

|

z

I

i

1

4

I

1



<0
'c
c
o
m
E'
en(5
8
|-

<4
D

00%
902/0

90Q9

(O

80)/000

00a

(0 08

(099

490195»

909/;

0
.

90?/O

90

'9o0;'
$902/00

04
902/O

20
8 01

8>; 8
o _c
c o o
I D.

3 .Q
- 5 cm
c cy

o 8m

E
3
o

3
3
4
4:
ow
cu

3
<

o
N
Y-

o
co
v '

o
o f
-

O
q-

o
Cal
N

o
o
N

9 '
N

<
x
w

j
x

0

0

4>

0>

4 »

4>

0

4>

1 1

E
2
~4- a>
qs -o-I

'a
8 .QU)
'D 8' ;  Q

'o O
C
.Q G.)

O
3

q..
CO
,_ 'o
I-

O

G)

a>

°?
<9
o
it

§;=
.c
x

LU

GJ
(I)
GJ

n o

3

O  ' o
Q) G)

QS

8 .c
O
m
4 - 1

C
O

>

cl)

Ia o
GJ

CO
C/2 m
3 a>
4 E
>-

o f

'd L..
G.)

o
u_
G)

-o-I
m

C cu

a> cu

Ia U
f/>

I

E oJ: N
92 cu
(0
V)

' o

o . Q

G.)

8

8
: :

--c
8 8
_. O

W o
m m
Z>~

3

3

' u
c

_Om
C 'O

<°cv§©--
o 8°

~<r- N*Qc
> n
- y o u .

G)
O
.Q

'8'o_
3 (0
0l68 v

*cu
a>8 3

o 3

V o
>'U:. QS
8
D GJ on
o

S
Eu* 6o E

or
_- L..Q C

GJ

C~#-.
UP: a> g

m E ./

f:
Q

I



\

EXHIBIT

KCG-10

gf

i
I

I

E
x

i

1

I

I



I r t

v '
I

I
I. of

et:
N
co

CD
o
x

:E
. c
x
Lu I*

l~
v '

r

mo
CcuQ.
E
O
o

1 ~

m

N

if
I
I

<5
c

(D

W'
<o

I

m

1~
N

6 :

C
.9
<0
(D
G)|_
cm
G)
1.
cu
G)
C

I m

N
1 ' -

(Da>
(53o'
<<>

4-1
U)(5a>

C
o

4-4

3
:E
.b

W' Ia

cu D
<9 (D
(I) cu
z  L D
3 s.

.2
8
o
M

' u
o
3
o

<

111
~=r

in
1 -

m

E
O
'4-

l 1'11 -l

'U
GJ
8
GJ
'U

m
o
of
CO

GJ

I C

I I l | I

m
o
v '

1 -

C _'
3 .QO O.C Cm m

C

C IJ.
.J

'UZ
QCD
I- an
25 8.*-| 3o o
ZU)

o
>
"2
N

8
q
N
F

1 "
Q -

q
8
in_
o
F

8
q

8
\n_
m

8
q
m

I



!

3
l I I

i

I

I

1

f

r EXHIBIT

3
KCG-11

\

l_
4
i

I
I
1
I

l

8

t

<

I

I

c



, |

I

<9
U
x

3
.c
x
ll.l

>
rt

ll 8iiil

z §
E
E
g
he

8
_to
>-
'u

o
m
>.

5
u
3
0.

ll

I

... 11

1111
I 'I

Z'

I
I

ll
l l

6&»
. <
w -
m
my
w e
z E

E

E
3
E

E
2

l.l.l
o
n:
'c
v
3
o
<1

I

.ll
ll 3 *

3 \\|1%
6

8
2

z

1

8 8 8 8 8 8 8 8 8

ET



!_
fI

.I .
g I L

l
I
I

r

li
i

f

S EXHIBIT

3
I1
I

KCG-12

f
I

1

i

f

1.

I

(

I

4

s
l

',
I

I



4
1r

x

w

3
<>

'>
>°

cm
'u
C
o
m
8*
3
: J
.Q
3
3
D.
'O
£8
(0
Ag
(0
m

m

cm
'UC
o
co
2

5
o
3
3
D.
' o

£3m
DF
<

+

.iE
f
l

l

I
E
i

N
'T
LD
o
x

1
I

I

8.4.
i

: :
8
. c
><
Lu

g

i

3
m
'u

cmG)
88
8
D
'cGJ
4-»CU
°F<0CO

>.
-4-1

' :
:s
4-1
m
E
o

4-1

E
o
o
G)
ac
Uc
o
m

E
cu

>-
'o
s:
o
m

1 018
_ 90/
Q .90

90.99

- o

- (0/000

1 3
0_%

3 O,
j (099

.. a0 v

_ 9003

: 30
Q _90l°@,
.  0 0
1 '9098
_ ~"o,o;'
- $0000

1 33 ,O`°';,

: O,
_ ~90~9

v

8' 40

4 - 1cQ)U)s..Q)
E

E
Q\4-

3

4-0cu
"F
<

o

31 :

'o

cm"

in

E

g
I

i

8
i

8
- 'u

8 ea

cu
(D L.
w

>-

c
8
8*

D
o

3

GJ1-
cu
m
2
G)
>
' D
C
o

.Q
i
E

I

x

I .Q

D.
l
r
I

2
I

I

Lm.
|\

Q|\ *Q© Q
co

LQ
LO

Z *
8
3
o
3
3
D.
hio
3
o
CD

i
I

1

I

!

I

\

l

4 1
o

*I-ll*



A I r

8
K
I

I

i

(

I

I
1
3
4

4 EXHIBIT

3
Q
l

KCG-13

I
4
1

I
I

»
I .

li

i
\

P
i

i

I

i

1

e
I
I

\

I
I

I
L
l

4



"Pa
Of

0

<9Q
/®~

90
%
4

90?/6

4
'to

9,

(0
%®

<0
40
4,

<07%

(Q
48
4

(098

4

*o'o
9,

<90\

"o
4,

go
®9LQ

LO
LQ
of

QN Q
coc o

LQ
Lr>

Q
Lr>

Q
<r

Q
N

LQ
N

LQ
<r

G.)
4-1

(0
DO
m
.E
3
o
'C
o
m
U)
(0
(D
CD
Z
3

G)
o.
(U
D.
Ts
o
G)
E
E
o
O

3
O
C
(0
C

LL
. c
C
o
8
(*`)

n :
O
9
_I
E
C
o
4co

+

J9
-1
u

l l

l l

l l

l l

in

l . l

l l

u

I

1

I

I

A

>

~»

4>

4>

4>

4>

0

4>

4>

4>

0

0

f

r

)
, E

\ .

4

/4

>

2
>

N
J  I 1...

cf:
W
(D
o
x

:E
.:
x
LIJ

o

(D

m
m

'I-1
. m

o no
C 4-1

_  I a
cm SO
cu GJ
(D E
cmz E
=> 3

'T
' E
o

. :
¢n

H -

'O

.Q

3
o
C
L . .

w
>
o
(D
o

CO
o

m
GJ
E
a>
(D
G)

n :

E
0
' c
GJ

LL
G)

. c
4 -1

g
-.'=
g_>
m
w
2
.9
>
G.)
a .
cy
D.

TI
8
m
E
E
o
O I

>8  3 ,
Q .
<5 4:
. E  z

G)
m

c 93
m Q
88
9 8
_J

LL
'O

o £3
U) <0

Q
3

I



4

muse-I4

1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

5

6

7

8

9

10

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE
FAIR VALUE OF THE PROPERTIES OF UNS
GAS, INC. DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

) DOCKET no. G-04204A-08-0571
)
)
)
)
)
)
)

11

12

13

14

15 Rebuttal Testimony of
16

17 Kenton C. Grant

18

19 on Behalf of
20

21 UNS Gas, Inc.
22

23

24 July 8, 2009
25

26

27



1

2

TABLEOF CONTENTS

1.
3

11.
4

1

4

4
5

111.

IV.

Introduction....

Cost of Common Equity Capital..

A. Rebuttal of Staff Witness David C. Parcell .

B. Rebuttal of RUCO Witness William A. Rigsby

Ability fUNS Gas to Eam its Cost of Capital ._

A. Rebuttal of Staff Witness David C. Parcell .

B. Rebuttal of RUCO Witness William A Rigsby

Rate of Return on Fair Value Rate Base..

A. Rebuttal of Staff Witness David C. Parcel] .

B. Rebuttal of RUCO Witness Ralph C. Smith..

Carrying Cost on Purchased Gas Adjustor Balance ..

A. Rebuttal of Staff Witness Robert G. Gray ..

.17

.21

.21

.26

.28

.28

.33

.35

.35

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Exhibits
Exhibit KCG-14
Exhibit KCG-15
Exhibit KCG- 16

Public Utility Bond Credit Spreads
Public Utility Bond Yields for A-Rated and Baa-Rated Utilities
Rates for 3-Month LIBOR and Financial Commercial Paper

23

24

25

26

27

v.

i



1. INTRODUCTION.1

2

3

4 A.

Q. Please state your name and address.

My name is Kenton C. Grant. My business address is One South Church Avenue, Tucson,

Arizona.

Q. Did you file Direct Testimony in this proceeding?

A. Yes.

Q- On whose behalf are you filing your Rebuttal Testimony in this proceeding?

A. My Testimony is filed on behalf of UNS Gas, Inc ("UNS Gas" or the "Company").

Q- What is the purpose of your Rebuttal Testimony in this proceeding?

The purpose of my Rebuttal Testimony is to rebut portions of the direct testimony of Mr.

David C. Parcell and Mr. Robert G. Gray filed by the Arizona Corporation Commission

Staff ("Staff"), as well as portions of the direct testimony of Mr. William A. Rigsby and

Mr. Ralph C. Smith filed by the Residential Utility Consumers Office ("RUCO"). The

subject matter addressed in my Rebuttal Testimony includes: (i) the cost of equity capital

to UNS Gas, (ii) the ability of UNS Gas to earn its cost of equity capital, (iii) the

determination of a fair rate of return ("ROR") on fair value rate base ("FVRB") and (iv)

the appropriate rate of interest to apply to under- and over-recoveries of gas costs under the

Company's purchased gas adjustor ("PGA") rate mechanism.

5

6

7

8

9

1 0

11

12

13

14

15

1 6

17

18

19

2 0

21

2 2

23

24

25

2 6

27

Q- Please summarize the essential points presented in your Rebuttal Testimony.

Certainly. With respect to the cost of equity capital, the 10.0% cost recommended by Mr.

Parcell and the 8.61% cost recommended by Mr. Rigsby both fall well short of the actual

cost of equity to UNS Gas. In making these recommendations, both witnesses have failed

A.

A.

I



1

2

3

4

5

6

to properly take into account the substantial deterioration in capital market conditions and

increase to the cost of capital that has occurred since September of 2008. As both

witnesses acknowledge, the ability of a public utility to attract capital on reasonable terms

is an important policy objective when setting rates. However, by recommending an

authorized return on equity ("ROE") that is well below the Company's actual cost of

equity, the end result of these recommendations would be to deny UNS Gas the ability to

attract capital on reasonable terms.7

8

9

1 0

1 1

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

Regarding the Company's ability to actually earn its cost of equity capital, neither Mr.

Purcell nor Mr. Rigsby presented any analysis on this point even though both witnesses

acknowledge the importance of the Hope and Blue field decisions rendered by the United

States Supreme Court. Despite this lack of analysis, both witnesses make summary

statements suggesting that UNS Gas will be able to attract capital on reasonable terms if

the rate recommendations of Staff and RUCO are adopted by the Commission. Such

suggestions are clearly off the mark in this case.

2 3

2 4

2 5

2 6

27

Assuming Staffs recommended rate increase is adopted, UNS Gas estimates that it will be

able to earn a ROE of only 6% to 7% in the first full year under new rates. Assuming

RUCO's recommended rate increase is adopted, the Company estimates it would be able to

earn a ROE of only 5% to 6%. These returns on equity capital are substantially below the

11.0% cost of equity presented in my Direct Testimony, and are also well below the

unreasonably low cost estimates of 10.0% and 8.61% recommended by Mr. Parcell and

Mr. Rigsby, respectively. Under these circumstances, it is difficult to see how the overall

ra te recommendations of Staff and RUCO can be character ized as being just  and

reasonable, or in the public interest.

2



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

With respect to the determination of a fair ROR on FVRB, Mr. Parcell, Mr. Smith and Mr.

Rigsby all claim to provide recommendations that are consistent with the ruling in

Decision No. 70441 by the Arizona Corporation Commission ("Commission") involving

Chaparral City Water Company ("Chaparral"). While my non-legal understanding is that

the Commission has some latitude in setting a fair ROR on FVRB, the methodologies

proposed by Staff and RUCO in this case are clearly not the same as the methodology used

by the Commission in Decision No. 70441, nor are they the same as was subsequently

recommended by Staff in Docket No. W-02113A-07-0551. The returns on FVRB

recommended by Mr. Parcell and Mr. Smith are well below the values that would be

obtained using the approach adopted in Decision No. 70441. Although Mr. Parcell and

Mr. Smith offer lengdiy explanations supporting their ultimate recommendations, neither

witness offered any substantive analysis showing why, in the case of UNS Gas, a different

approach should be used. This lack of substantive analysis, including the impact of their

recommendations on UNS Gas' financial situation, is why the Commission should find

that Mr. Purcell's and Mr. Smith's recommendations on a ROR on FVRB is too low in

light of the need for UNS Gas to maintain its financial integrity and have access to capital

17 on reasonable terms.

18

19

20

21

22

Finally, with respect to the appropriate interest rate to be applied to under- and over-

recoveries of gas costs under the PGA, I agree with Mr. Gray that it would be preferable to

use a benchmark rate for which monthly averages are readily available. However, the

simple fact of the matter is that UNS Gas cannot borrow at the interest rate currently used

23 for the bank balance

Federal Reserve.24

-- the three-month financial commercial paper rate published by the

Under cost of service ratemaking principles, UNS Gas should be

25

26

27

provided with an opportunity to recover its actual cost of borrowing when it is required to

carry an under-recovered balance of purchased gas costs. This rate is currently equal to the

London Interbank Offered Rate ("LIBOR") plus l.0%. In my Rebuttal Testimony I offer a

3



4

4

1

2

3

4

straightforward process for identifying the monthly average rate for three-month LIBOR

rate, and provide an alternative recommendation that would simply add 1.0% to the

financial commercial paper rate currently used to accrue carrying costs on the PGA

balance.

5

6 11. COST OF COMMON EQUITY CAPITAL.

A. Rebuttal of Staff Witness David C. Purcell.

Q- Mr. Grant, please summarize your view of the cost of capital testimony filed by Staff

Witness David Parcell.

Certainly. While Mr. Parcell has agreed with the Company's proposed capital structure

and cost of debt, he has recommended a cost of equity of 10.0% for UNS Gas. This value

is a full 1.0% below the cost proposed by UNS Gas and is well below the Company's cost

of equity in the current economic environment. All three of his analyses, which rely on a

Capital Asset Pricing Model (CAPM), a Discounted Cash Flow (DCF) model and a

Comparable Earnings (CE) approach, contain significant flaws that serve to significantly

understate the cost of equity capital to UNS Gas.

Q- What comments do you have with respect to Mr. Parcell's use of the CAPM?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

While Mr. Purcell did not give much weight to his CAPM analysis 'm formulating his

recommendation, his use of the CAPM is flawed since his market risk premium does not

adequately reflect the cost of risk currently priced into debt and equity securities in the

capital markets .

25

26

27

A.
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1 Q- Please elaborate on Mr. Purcell's calculation of the market risk premium.

2 A.

3

4

5

6

7

8

9

10

Similar to the approach I took in my Direct Testimony, Mr. Parcel] used historical returns

on common stocks and U.S. Treasury Bonds to derive a long-term historical risk premium.

This historical  risk premium was then used as a proxy for the expected market risk

premium currently required by investors to invest in a market portfolio of common stocks.

During periods of relative calm in the capital markets, this approach to estimating the

expected market risk premium is a reasonable approach. However, during periods of

significant turbulence in the capital markets, when the willingness of investors to take on

risk is seriously reduced, the use of an historical market risk premium as a proxy for the

current expected risk premium is not appropriate.

11

12 Q-

13

Please explain why the historical market risk premium is not applicable in today's

capital markets.

14

15

16

17

Recent events in the capi ta l  markets should make this  point readi ly apparent. As

acknowledged by Mr. Parcell, the capital markets have been impacted by a financial crisis

of extreme proportions. On page 14 of his Direct Testimony, l ines 16-21, Mr. Parcell

provides the following commentary on recent events:

18

19

20

21

It is apparent that recent and current economic/financial
circumstances are radically different from any that have prevailed
since at least the 1930s. The recent deterioration in stock prices
and the decline in U.S. Treasury bond yields and increase in
corporate bond yields reflect the "flight to safety" that describes
the extreme reluctance of investors to purchase common stocks
and corporate bonds while moving investments into the very safe
government bonds.

22

23

24

25

26

27

Based on this description, and the abundance of market evidence supporting it, it is readily

apparent that investors have become much more risk averse as a result of the ongoing

financial crisis. Since the failure of Lehman Brothers in September 2008, the returns

demanded by investors on U.S. Treasury securities have plummeted while the returns

required on investments in corporate bonds and stocks have increased significantly.

A.

5



1

2

3

4

5

6

7

Because U.S. Treasury securities are perceived as having lower risk than corporate bonds

and stocks, this increased spread between Treasury securities and corporate securities

shows that investors are demanding a higher risk premium from corporate securities than

in the past. In short, the cost of bearing risk has increased significantly. Consequently, the

historic market risk premium does not reflect the current risk premium demanded by

investors. This increased aversion to risk has affected the both the cost and availability of

capital to corporations, including those in the gas utility industry.

8

9 Q-

10

11 A.

12

13

14

15

16

17

18

What specific evidence can you cite regarding the recent increase to the cost of capital

for utilities?

Exhibit KCG-14 attached to this Rebuttal Testimony shows the additional return demanded

by investors for an investment in public utility bonds relative to U.S. Treasury bonds. The

Exhibit delineates that the average spread between the returns required on public utility

bonds arid U.S. Treasury bonds remained fairly stable until August of 2007, when it began

rising in response to broader market concerns over mortgage-backed securities and the

health of certain financial institutions. However, in September of 2008 this credit spread

spiked significantly higher, indicating a strong shift away from corporate securities and

into U.S. Treasury securities.

19

20

21

22

23

24

25

26

27

Further evidence regarding the recent increase in capital costs can be seen in Exhibit KCG-

15, which shows recent required returns on both A-rated and Baa-rated public utility bonds

where required interest rates on these securities also spiked in September of 2008. Since

that time, required returns on A-rated public utility bonds have returned to levels that are

comparable to pre-crisis conditions. However, reflecting the decrease in investor risk

tolerance, the required returns on lower quality Baa-rated public uti l ity bonds, have

remained much higher than those observed during the pre-crisis era. UNS Gas is currently

rated at Baan by Moody's ,  which is  the lowest investment grade rating ass igned by

6



1

2

3

Moody's. 1 It should therefore be readily apparent, based on the absolute level of bond

yields, as well as the credit spread between higher quality and lower quality debt securities,

that the cost of capital for utilities has increased, particularly for lower-rated utilities like

4 UNS Gas.

5

6 Q.

7

Are you saying that the cost of equity capital has increased for public utilities as a

result of recent market developments?

8 A.

9

10

11

12

Yes. An investment in the common stock of a utility is inherently more risky than an

investment in the utility's bonds. As evidenced by the widening of credit spreads between

public utility bonds and U.S. Treasury bonds, and between A-rated public utility bonds and

lower quality Baa-rated public utility bonds, it is apparent that investors in public utility

securities are demanding much higher returns for every increment of risk to which they are

13 Additionally,

14

15

16

exposed. this increase in investor risk aversion is at least partially

responsible, if not entirely, for the large sell-off in public utility common stocks that has

taken place since mid-2008. In light of this empirical market evidence, it is reasonable to

conclude that the cost of equity capital for public utilities has also increased significantly.

17

18 Q.

19

You mentioned the large sell-off in public utility common stocks. Can you provide

more information on this recent event and its implications for the cost of equity for

20

21

22

23

24

25

26

utilities?

Although utility stocks have fared better than most common stocks, the shares of most

publicly-traded utilities have been hit hard since September of 2008. A simple comparison

of the average stock price for the gas utility proxy group referenced in Mr. Parnell's Direct

Testimony and my own Direct Testimony is very revealing. The stock prices for these ten

companies are listed on Exhibit KCG-6 attached to my Direct Testimony and on Schedule

7, page 1, of Mr. Parcell's Direct Testimony. A simple average of the stock prices

27

A.

1 Moody's is the only rating agency that issues a credit rating for UNS Gas.

7



1

2

3

4

5

6

7

8

9

10

11

appearing in my Exhibit KCG-6, which is based on pricing data for the month of August

2008, is $35.50. By contrast, the simple average of the stock prices appearing in Mr.

Parnell's schedule, which is based on pricing data from February through April 2009, is

$31.63. This decline of 11% over a six month time period is quite substantial for an

industry that is viewed as being relatively stable when compared with other industries.

Although a portion of this stock price decline may be attributable to lower expectations for

near-tenn earnings growth, a much larger factor is the "flight to safety" referenced by Mr.

Parcell in his Direct Testimony. Because of this flight to safety and the increased

reluctance of investors to expose themselves to risk, the availability of equity capital has

decreased while the cost of this capital has increased for utilities and other corporations in

general.

12

13 Q- Please summarize your concerns with Mr. Purcell's use of the CAPM.

14

15

16

17

18

19

20

21

22

23

24

25

26

In short, while Mr. Parcell used a risk-free rate that reflects the recent "flight to safety" in

the capital markets, he failed to adjust his historical market risk premium to also reflect

this flight to safety. By failing to adjust his market risk premium to reflect the substantial

increase in the cost of bearing risk, he significantly underestimated the cost of equity for

the companies included in his proxy groups. The range of 7.3% to 7.7% obtained from his

CAPM analysis is so low that it does not even cover the cost of borrowing for most of the

utilities used in his proxy groups. As may be seen on page 4 of Schedule 2 attached to Mr.

Purcell's Direct Testimony, the required return on Baa-rated public utility bonds has

ranged from a low of 7.74% to a high of` 8.98% over the period October 2008 through

April 2009. In order for Mr. Parcell's CAPM analysis to have any credibility at all, one

would have to believe that investors would be willing to accept a negative risk premium to

invest in the common stock of a Baa-rated public utility. Such a phenomenon is hard to

imagine even during normal times, let alone during times of heightened investor risk

aversion.27

A.

8



1 Q.

2

3

4

Mr. Grant, does your CAPM analysis suffer from this same flaw?

No, it does not. Because my analysis relied on market data from August 2008, a period of

relative stability that preceded the massive flight to quality and increase in required risk

premiums, no additional adjustment to my historical-based market risk premium was

5 required |

6

7 Q-

8

In his Direct Testimony, Mr. Parcell was critical of your use of arithmetic mean

returns in calculating an historical market risk premium. Are his concerns valid?

9

10

11

12

13

14

15

16

17

18

No. Because an arithmetic mean return reflects the mathematical average of historical

returns realized over each discrete 12 month period, the use of a risk premium based on

arithmetic mean returns is more appropriate when calculating a discount rate (i.e., the cost

of capital) that is used for discounting future annual cash flows (i.e., dividends and capital

gains). By contrast, the geometric mean return, which equals the compound average

return earned over a multi-year period, is appropriate for reporting and comparing returns

over historical time periods. Since the geometric mean is always less than the arithmetic

mean for any series of data having non-constant annual rates of return, Mr. Parcell's

application of the CAPM serves to inappropriately understate the cost of equity capital for

the companies he examined.

19

20

21

22

23

24

The use of arithmetic mean returns versus geometric mean returns is specifically addressed

by Morningstar, Inc., the publisher of historical financial return data cited M the direct

testimony of Mr. Parcell as well as in my own direct testimony. On page 59 of the 2009

Yearbook (Valuation Edition) published by Morningstar, the following commentary is

provided:

25

26

27

The equity risk premium data presented in this book are arithmetic
average risk premier as opposed to geometric average risk premier.
The arithmetic average risk premium can be demonstrated to be
most appropriate when discounting future cash flows. For use as
the expected equity risk premium in either the CAPM or the

A.

A.

9



1

2

3

building block approach, the arithmetic mean or the simple
difference of the arithmetic means of stock market returns and
riskless rates is the relevant number. This is because both the
CAPM and the building block approach are additive models, in
which the cost of capital is the sum of its parts. The geometric
average is more appropriate for reporting past performance, since it
represents the compound average return.

4

5 Q.

6

Mr. Parnell also criticized your use of bond income returns instead of bond returns

that also incorporate capital gains and losses. What is your response to that concern?

7

8

9

It is a widely accepted practice to use bond income returns instead of bond returns that

incorporate capital gains and losses. As explained on page 58 of the 2009 Yearbook

(Valuation Edition) published by Morningstar, it is more appropriate to use income returns

on bonds when estimating die market risk premium:10

11

12

13

14

15

16

Another point to keep in mind when calculating the equity risk
premium is that the income return on the appropriate-horizon
Treasury security, rather than the total return, is used in the
calculation...Price changes in bonds due to unanticipated changes
in yields introduce price risk into the total return. Therefore, the
total return on the bond series does not represent the riskless rate of
return. The income return better represents the unbiased estimate
of the purely riskless rate of return, since an investor can hold a
bond to maturity and be entitled to the income return with no
capital loss.

17

18 Q-

19

20

In addition to criticizing your application of the CAPM, Mr. Parcell also found fault

with the Bond Yield plus Risk Premium approach described in your Direct

Testimony. Do you have any response to his critique?

21

22

23

24

25

26

27

Yes. On page 43 of his Direct Testimony, lines 16-17, Mr. Purcell states his belief that the

"upper portion" of my equity risk premium range is not appropriate. He arrives at this

conclusion, at least in part, by focusing his review on data from a shorter and more recent

time period. However, as pointed out on page 22 of my Direct Testimony, the range of

implied equity risk premiums has drifted lower since mid-2007 due in large part to rising

bond yields and the regulatory lag inherent in the utility rate-setting process. By focusing

on a shorter and more recent time period, Mr. Parcell has accentuated the impact of

A.

A.

10



1

2

3

regulatory lag in a rising interest rate environment. By contrast, my analysis relied on data

from a longer time period, and is therefore less affected by the recent run-up in bond yields

and the downward bias in equity risk premiums associated with regulatory lag in a rising

4 interest rate environment.

5

6 Q.

7

8

9

On page 44 of his Direct Testimony, Mr. Parcell suggests that a 4.0% equity risk

premium would be more appropriate, resulting in a cost of equity of about 10.5%.

Even if you accept his lower risk premium of 4.0%, do you agree that this would

result in a cost of equity of 10.5%?

10

11

12

13

14

15

16

17

18

19

20

21

22

No. As may be seen on page 43 of his Direct Testimony, Mr. Parcell based his 4.0%

equity risk premium on the spread over yields on Baa-rated public utility bonds, whereas

my analysis was based on the spread over the average yield on public utility bonds having

ratings from Baa through Aa. Mr. Parcell's 10.5% cost of equity estimate was derived by

adding his 4.0% equity risk premium to the 6.48% average yield on public utility bonds

cited on page 23 of my Direct Testimony. To be consistent with his derivation of a 4.0%

equity risk premium, Mr. Parcell should have added his 4.0% equity risk premium to the

6.98% yield on Baa-rated public utility bonds as of August 2008. Had he done so, he

would have concluded tha t  11.0% is  a  more appropr ia te cost  of equity est imate.

Additionally, had Mr. Parcell added his 4.0% equity risk premium to the 8.03% yield on

Baa-rated utility bonds as of April 2009, he would have obtained an even higher estimate

of l2.0%. Page 4 of Schedule 2 attached to Mr. Parcell's Direct Testimony contains a

summary of recent yields on Baa-rated public utility bonds.

23

24 Q. What comments do you have regarding Mr. Parcell's application of the DCF model?

25

26

27

Mr. Purcell used the constant growth version of the DCF model, which assumes that the

dividends and earnings of a company grow at a constant rate on a per-share basis over an

infinite time period. Therefore, the selection of an appropriate growth rate can have a huge

A.

A.

11



1

2

3

4

impact on the validity of the results obtained. Unfortunately, based on a review of the

growth rates selected by Mr. Parcell, it is apparent that many of the growth rates he used

are unrealistically low, especially when adjusted for inflation. As a result, the cost of

equity he detennined from his DCF analysis, 9.5% to l0.5%, is much too low.

5

6 Q. What has the Commission said about the constant growth version of the DCF?

7 A.

8

9

10

11

12

13

The Commission has often rejected use of the constant growth or single stage DCF when

used in isolation. The Commission has recognized that investors do not expect a single,

uniform growth rate, explaining that use of the multi-stage DCF "properly recognizes that

investors expect both non-constant short-term growth as well as constant long term

growth."2 Thus, the Commission often considers hath types of DCF, and averages the

results of the two to produce an overall DCF estimate. Staff has proposed, and the

Commission has approved, that approach to the DCF in many orders.3

14

15 Q. Please explain your concern over the growth rates selected by Mr. Purcell.

16 A.

17

18

19

20

21

22

23

24

The growth rates used by Mr. Parcell in his DCF analysis can be found in the next to last

column of data on page 4 of Schedule 7 attached to his Direct Testimony. These "average"

growth rates reflect the numerical average of five growth rates, two of which are based on

historical financial data and three of which are forward-looking estimates. If you look

carefully at the "average" growth rates used by Mr. Parcell, two things stand out. First, the

range of values selected is quite wide, especially for the group of gas distribution utilities

labeled as the "Grant Comparable Company Group." Since all of these companies operate

within the same heavily regulated industry, and face many of the same threats and

opportunities as other firms in this industry, it is unrealistic to believe that investors would

25 expect infinite growth rates ranging from a low of 3.3% to a high of 73%. While it is

26

27
2 Decision 66849 at 22.
3 See e.g. No. 68176 at page 21 (stating Staffs approach) and 26 (agreeing with Staff); Decision No. 68858 at 25, 28,

Decision No. 69164 at 23, 26, Decision No. 69440 at 18, 20, Decision No. 70209 at 27, 30.

1 2



1

2

3

possible to expect such a wide range of growth rates for period of three to five years, the

timeframe typically covered by stock market analyst estimates, a spread that wide is

simply unrealistic for the infinite time period assumed in Mr. Parcell's DCF model.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Second, as I mentioned earlier, some of the growth rates selected by Mr. Parcell are

unrealistically low, especially when adjusted for inflation. In his electric utility proxy

group, referred to as the "Parcell Proxy Group" in his Direct Testimony, three companies

have "average" growth rates below four percent, ranging from 2.5% to 3.5%. In the proxy

group consisting of gas utilities, referred to as the "Grant Comparable Company Group" in

his Direct Testimony, three companies also have "average" growth rates below four

percent, ranging from 3.3% to 3.9%. If the inflation rate of 2.0% discussed by Mr. Parcell

on page 50 his Direct Testimony is subtracted from these nominal dollar growth rates, a

real rate of earnings growth ranging from 0.5% to 1.9% is obtained for the six companies

just described. It is simply unrealistic to believe that investors would expect such a low

rate of earnings growth, particularly when real growth in the U.S. economy has averaged

approximately 3.4% per year over long periods of time spanning numerous economic

cycles and periods of both war and peace. Had Mr. Parcell used more realistic expected

growth rates for these six companies, it is likely he would have obtained a cost of equity

that is much closer to the results I obtained using a multi-stage version of the DCF model.

20

21 Q. What results might Mr. Parcell have obtained had he used more realistic growth

22 rates for the companies he examined?

23

24

25

26

27

Had Mr. Parcell simply added an additional 1.5% to the growth rates for the six companies

identified above, the average growth rate for the electric utility proxy group would have

increased from 3.9% to approximately 4.5%, while the average growth rate for the gas

utility proxy group would have increased from 5.0% to approximately 5.5%. When these

still conservative growth rates are added to the adjusted average dividend yields listed on

A.

13



1

2

page 4 of Schedule 7 attached to Mr. Purcell's Direct Testimony, the resulting average cost

of equity obtained ranges from 10. 1 % to 11.1% for the utility proxy groups he analyzed.

3

4 Q-

5

Mr. Parcell also relied on a Comparable Earnings analysis to arrive at his

recommended cost of equity. Has the Commission rejected this approach in the past?

6

7

Yes. The Commission rejected the comparable earnings approach in Decision No. 68302

(November 14, 2005), noting that it "has long been discredited for several reasons."4

8

9 Q- What other comments do you have regarding Mr. Purcell's Comparable Earnings

10 approach?

11 A.

12

13

14

15

16

17

18

19

20

21

22

My overall reaction is that Mr. Parcell's analysis should be afforded little, if any, weight.

This approach is based on the faulty premise that investors use historical accounting

returns on book equity in order to detennine the required future returns on common stock

investments. Additionally, his conclusions were influenced by an analysis of earned

returns for electric utilities, an industry whose historical earnings have been significantly

impacted by restructuring efforts and other factors that are not relevant to the gas

distribution industry. Finally, assuming the Comparable Earnings approach has any merit

a t  a ll,  Mr.  Parcell's  extensive commentary on histor ical market-to-book ra t ios is

inaccurate. The downward adjustment that Mr. Purcell makes to the historically observed

returns on equity, due to the presence of market-to-book ratios that are apparently too high

- in his opinion, is unwarranted and would be punitive to a company like UNS Gas that

must compete for common equity in the capital markets.

23

24

25

26

27

4 Decision No. 68302 at 37-38.

A.
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1 Q. What issues do you have with Mr. Purcell's interpretation of historical market-to-

2 book ratios?

3 A.

4

5

6

7

First, as stated on page 33 of his Direct Testimony (lines 14-16), Mr. Parcell indicates that

in reviewing the realized returns on equity, he evaluated "the investor acceptance of these

returns by reference to the resulting market-to-book ratios." Unfortunately, this evaluation

of market-to-book ratios is based on an erroneous assumption that market-to-book ratios

are somehow indicative of "investor acceptance" of realized returns on equity. The simple

8

9

fact is that market-to-book ratios for publicly-traded companies are impacted by a wide

variety of factors other than historical returns on equity. The numerator of this ratio, the

market value10

11

of a company's common stock, is driven primarily by forward-looking

information and shifting investor preferences, and not by historical or contemporaneous

realized returns. Likewise, the denominator of this ratio, the book value of a company's12

13

14

shareholder interest, can be influenced by many factors including changes in accounting

guidelines, write-offs of investments, the issuance of new common stock, etc.

15

16

17

18

19

20

21

22

23

24

25

The second major flaw in his interpretation of market-to-book ratios is revealed on page 37

of his Direct Testimony, lines 11-13, where Mr. Parcell concludes that "a market price of a

utility's common stock that is 150% or more above the stock's book value is indicative of

earnings that exceed the utility's reasonable cost of capital." In order for this conclusion to

have any validity at all, one would have to believe that 90% of the companies in the gas

utility proxy group referenced by Mr. Parcell were over-earning for the period 1992-2001,

and that 80% of these same utilities were over-earning for the period 2002-2008. As may

be seen on page 2 of Schedule 10 attached to Mr. Parcell's Direct Testimony, the average

market-to-book ratio for the gas utility proxy group was 179% over the period 1991-2001

and 183% over the period 2002-2008.

26

27

15



1 Q- What conclusions, if any, can be drawn from Mr. Parcell's Comparable Earnings

2 Approach?

3 A.

4

5

6

7

8

9

10

11

12

13

14

Assuming this approach has any validity at all, the unadjusted returns on equity for the gas

utility proxy group should be considered in lieu of the adjusted range derived by Mr.

Parcell. As may be seen on page 35 of his Direct Testimony, the average unadjusted

historic ROE for the gas utility proxy group (identified as the "Grant Group" in his

testimony) is shown to be 11.8% to 1l.9%. This is consistent with the average ROE of

11.5% to 12.2% referenced on page 5 of my Direct Testimony, which was derived from

Value Line reports for the gas distribution industry for the period 2005-2007. Since UNS

Gas must compete for capital with gas utilities earning 11.5% to 12.2%, Mr. Parcell's

adjusted range of 9.5% to 10.5% would put UNS Gas at a competitive disadvantage in

attracting new equity capital and would not provide the Company with an opportunity to

earn a reasonable rate of return. Therefore, it must be rejected as a basis for setting the

cost of equity in this proceeding.

15

16 Q-

17

Based on your review of Mr. Purcell's Direct Testimony, what conclusions can be

drawn regarding the cost of equity for UNS Gas?

18 A.

19

20

21

22

23

24

25

When corrected for the flaws described above, I believe that Mr. Parcell's analysis fully

supports the cost of equity of l1.0% proposed by UNS Gas. Assuming his CAPM analysis

is afforded little or no weight, which appears to be consistent with Mr. Parcell's reasoning,

any conclusions to be drawn from his testimony would be limited to the results obtained

from his constant-growth DCF model, his Comparable Earnings approach and his

commentary on the Bond Yield plus Risk Premium approach. The table below

summarizes the conclusions reached by Mr. Parcell from each of these approaches, as well

as the results I obtained by making relatively simple corrections to his analyses as

26 described above:

27

16



1 Purcell Testimony As Corrected

2

3

4

Constant-Growth DCF

Comparable Earnings

Bond Yield + Risk Premium

9.5-10.5%

9.5-10.5%

10.5%

10.1-11.1%

11.8-11.9%

11.0-12.0%

Finally, I would note that the results summarized above reflect the cost of equity capital to

a proxy group of gas distribution utilities, and are not specific to UNS Gas. As discussed

on pages 24-25 of my Direct Testimony, an equity investment in UNS Gas is decidedly

riskier than an investment in the proxy group of gas utility companies. As such, it is

reasonable to conclude that the cost of equity for UNS Gas is near the high end of the

range established for the proxy group of companies.

B. Rebuttal of RUCO Witness William A. Riszsbv.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Mr. Grant, please summarize your view of the cost of capital testimony filed by

RUCO Witness William Rigsby.

Certainly. W'hile Mr. Rigsby has agreed with the Company's proposed capital structure

and cost of debt, he has recommended a cost of equity of only 8.61% for UNS Gas. This

value is a full 2.39% below the 11.0% cost proposed by UNS Gas, and is well below the

cost of equity determined for any U.S. investor-owned gas utility since at least 1990 and

probably much longer. Although the results he obtained from his application of a constant-

growth DCF model fully support the Company's request, Mr. Rigsby decided to average

the results of his DCF and CAPM analyses in arriving at his recommended value of 8.6l%.

As I discuss below, Mr. Rigsby's CAPM analysis should be disregarded due his selection

of an unreasonably low risk-tree rate, his use of an unadjusted historical risk premium, and

his derivation of a cost of equity that is actually lower than the cost of debt to UNS Gas

and the prevailing cost of debt to utilities in the capital markets. If the 5.82% midpoint

A.

17



1

2

3

value of Mr. Rigsby's CAPM analysis is afforded the proper weight it deserves, this leaves

the 11.4% point estimate obtained from Mr. Rigsby's DCF analysis as a more reasonable

estimate of the cost of equity for UNS Gas.

4

5 Q. What are the main problems with Mr. Rigsby's use of the CAPM?

6

7

8

9

10

11

12

13

Mr. Rigsby's CAPM analysis suffers from the same flaws discussed previously in response

to Staff witness David Parcell. Both witnesses used a risk-free rate that reflects the recent

flight to quality in the capital markets. However, both witnesses also failed to adjust their

historical market risk premiums to properly reflect this flight to quality. By failing to

adjust the market risk premium to reflect the substantial increase in the cost of bearing risk,

both Mr. Rigsby and Mr. Parcell significantly underestimated the cost of equity for the

companies they examined. However, because of Mr. Rigsby's choice of an unrealistically

low risk-free rate, the end result of these flaws is much more pronounced in Mr. Rigsby's

14 testimony.

15

16 Q. Please discuss the risk-free rate selected by Mr. Rigsby.

17

18

19

20

21

22

As discussed on page 30 of his Direct Testimony, lines 6-9, Mr. Rigsby used an average of

recent yields on a 5-year U.S. Treasury security to arrive at his risk-free rate of 1.87%.

Due to the upward slope of the U.S. Treasury yield curve, Mr. Rigsby's use of a 5-year

Treasury security instead of a longer-dated security served to reduce the risk-free rate to a

much lower number than the 3.82% value selected by Mr. Parcell in his CAPM analysis

and the 4.53% value used in my CAPM analysis, both of which were based on 20-year

23 U.S. Treasury bond yields.

24

25

26

27

A.

A.
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1 Q.

2

What rationale did Mr. Rigsby offer for his selection of a 5-year U.S. Treasury

security in arriving at a risk-free rate?

3

4

On page 30 of his Direct Testimony, lines 13-20, Mr. Rigsby offers the following

explanation:

5

6

7

8

9

While a shorter instrument, such as a 91-day T-bill, presents the
lowest possible risk to an investor, a good argument can be made
that the yield on an instrument that matches the investment period
of the asset being analyzed in the CAPM model should be used as
the risk-free rate of return. Since utilities in Arizona generally file
for rates every three to five years, the yield on a 5-year U.S.
Treasury instrument closely matches the investment period, or in
the case of regulated utilities, the period that new rates will be in
effect.

10

11 Q- Does this rationale hold any water?

12

13

14

15

16

17

18

19

20

21

No, it does not. Mr. Rigsby has confused the period that "new rates will be in effect" with

the "investment period" for a common stock investment. As noted by Mr. Rigsby, a good

argument can be made that an instrument that matches the investment period of the asset

being analyzed should be used to derive the risk-free rate. In the case of a common stock

which has no maturity date, and for which it is assumed that dividends are paid into

perpetuity under the DCF model, the relevant "investment period" used by investors to

value common stocks is a very long time period. Therefore, in the context of using the

CAPM to estimate the cost of common equity capital, the relevant risk-free rate is the yield

on long-term U.S. Treasury securities, and not the yield on intennediate-term securities as

advocated by Mr. Rigsby.

22

23 Q-

24

Please explain how Mr. Rigsby used the results of his CAPM analysis in arriving at

his recommended 8.61% cost of equity.

25

26

As shown on page 32 of his Direct Testimony, Mr. Rigsby came up with a range of 5.26%

to 6.39% for the cost of equity using the CAPM. The midpoint of this range, 5.82%, was

27

A.

A.

A.

19



1

2

then averaged with the 11.4% cost estimate he obtained from the DCF model in arriving at

his recommended cost of equity of 8.61 %.

3

4 Q-

5

6

7

8

9

10

11

Mr. Grant, have you ever been involved in a utility rate case where a witness used a

cost of equity estimate as low as 5.82% to arrive at a recommended return on equity?

No. I first began working on utility rate cases in the late 1980s. During that period, up

until I left the Public Utility Commission of Texas in 1995, I cannot recall ever seeing an

estimated cost of equity that low. Additionally, since resuming my direct involvement in

utility rate cases in the middle part of this decade, I cannot recall seeing a cost of equity

estimate that low. In short, I am shocked that Mr. Rigsby would offer testimony that gives

any weight at all to such a low number.

12

13

14

Q. Is it possible that utility equity investors would expect a return that is lower than the

prevailing cost of debt for a utility?

15

16

17

18

19

20

21

22

23

No. Common shareholders stand behind bondholders in terns of their claims on the cash

flows and assets of a company. Consequently, the risk borne by a common shareholder is

much higher than that of a bondholder, resulting in a higher cost of equity capital relative

to the cost of debt. The difference between the required return on equity and the required

return on debt is often referred to the equity risk premium. Although I have read research

papers that have contemplated the possibility of a negative equity risk premium, for

example during periods of hyper-inflation or other extraordinary circumstances, the

presence of such a phenomenon under  current capital market conditions is simply

implausible.

24

25 Q- Do you have any other comments on Mr. Rigsby's cost of equity analysis?

26 No, I do not.

27

A.

A.

A.
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111. ABILITY OF UNS GAS TO EARN ITS COST OF CAPITAL.1

2

3

4

A. Rebuttal of Staff Witness David C. Parnell.

5

6

Q- What does Mr. Parcell have to say about UNS Gas' ability to actually earn its cost of

A.

capital?

Mr. Parcell's Direct Testimony does not say much in this regard. However, he makes

several references to the importance of allowing a utility to earn a reasonable ROR, and on

page 40 of his Direct Testimony, lines 12-14, he states that his cost of capital

recommendation "provides the company with a sufficient level of earnings to maintain its

financial integrity."

Q. What is the basis for Mr. Parnell's conclusion that his recommendation will result in

a sufficient level of earnings for UNS Gas?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

A.

22

23

24

Mr. Parcell makes reference to a pre-tax interest coverage ratio calculated on Schedule 14

attached to his Direct Testimony. As discussed by Mr. Parcell on page 40 of his Direct

Testimony, lines 14-16, he believes the referenced coverage ratio is consistent with a credit

rating of BBB or higher. However, if Mr. Parcell's statements are read carefully, it is

apparent that he is not offering an opinion as to whether or not UNS Gas will actually be

able to achieve the level of earnings and pre-tax interest coverage portrayed on Schedule

14. Instead, he refers to the coverage ratio on Schedule 14 as "the pre-tax coverage that

would result if UNS Gas earned my cost of capital recommendation." Importantly, Mr.

Parcel] assumes that UNS Gas will be able earn the 10.0% cost of equity he recommends,

but offers no evidence that the Company will actually be able to do so.

25

26

27

21



1 Q. Does Mr. Parcell express an opinion regarding the importance of allowing a utility to

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

earn its cost of capital?

Yes, based on the numerous statements found throughout his Direct Testimony on this

subject, it appears that he attaches great importance to this regulatory goal. For example,

on page 5  of his  Direct Testimony, l ines 15-17,  he states  that "From an economic

standpoint, a fair rate of return is nonnally interpreted to mean that an efficient and

economically managed utility will be able to maintain its financial integrity, attract capital,

and establish comparable returns for similar risk investments." Likewise, on pag es 5-8 of

his Direct Testimony, he devotes considerable attention to a discussion of the Hope and

Bluefield decisions rendered by the U.S. Supreme Court, and makes a specific reference to

the "end result" doctrine established by the Hope decision. As discussed by Mr. Parcell on

page 7 of his Direct Testimony, lines 16-18, this "end result" doctrine maintains that "the

methods util ized to develop a fair return are not important as long as the end result is

reasonable." On this same page, lines 22-15, he goes on to state that "The opportunity cost

principle provides that a utility and its investors should be afforded an opportunity (not a

guarantee) to earn a return commensurate with returns they could expect to achieve on

investments of similar risk." Finally, on page 47 of his Direct Testimony, in a discussion

of the linkage between rate base and the cost of capital, Mr. Parcell states that "This link is

important since financial theory indicates that investors should be provided an opportunity

to earn a return on the capital they provided to the utility." Based on these statements from

Mr.  Parcel l ' s  Di rect  Tes t imony,  as  wel l  a s  hi s  conclus ion that hi s  cos t  of  capi ta l

recommendation "provides the company with a sufficient level of earnings to maintain its

financial integrity," it appears on the surface that Mr. Parnell believes that UNS Gas should

be provided with an opportunity to actually earn its cost of capital.

25

26

27

A.

22



1 Q. Did Mr. Purcell offer any analysis regarding the Company's ability to earn its cost of

2

3

4

capital?

No. Despite the fact that Staff is recommending a rate increase that is less than 50% of

what UNS Gas has requested, and despite evidence presented in my Direct Testimony that

the Company requires all of the rate relief requested in order to earn its cost of capital, Mr.

Parcell merely assumes the Company will be able to do so.

Q. Has the Company been able to earn its cost of capital since its last rate increase was

implemented in December 2007?

A. No. Despite having higher than expected sales due to an unusually cold first quarter, the

Company realized an earned ROE of only 9.2%  in calendar year 2008, versus an

authorized ROE of 10.0% in UNS Gas' last rate case. For the twelve months ending

March 31, 2009, the Company's earned ROE dropped to 7.2% as a result of less favorable

weather and the impact of the economic recession on customer demands. As reflected on

page 27 of my Direct Testimony, at the time of our rate filing the Company anticipated

earning a ROE of 7.3% for calendar year 2009. Based on actual results through the first

quarter of 2009, as well as a reduced sales forecast, the Company now anticipates eating a

ROE of 7.2% in calendar year 2009.

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

Q- In light of the weakness in sales, has the Company revised its forecast of earnings in

2010 and beyond?

22

23

24

Yes. The table below, which is an updated version of the forecast presented on page 27 of

my Direct Testimony, shows the projected earnings and ROE for UNS Gas assuming the

Company is granted its full rate request and is allowed to implement new rates in

December 2009:25

26

27

A.

A.
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1

2

3

4

($ Thousands) 2008 Actual 2009 2010 2011

Gross Margin

Operating Expenses

Operating Income

Other Income -- Net

Interest Expense

Pre-Tax Income

Income Tax Exp.

Net Income

$55,424

(34,757)

$20,668

150

(6,640)

$14,178

(5,640)

$8,538

$55,532

(37,222)

$18,310

142

(6,391)

$12,061

(4,790)

$7,270

$64,975

(40,592)

$24,383

186

(6,332)

$18,237

(7,225)

$11,013

$66,099

(42,499)

$23,600

418

(6,556)

$17,461

(6,917)

$10,544

5

6

7

8

9

10

11

12

13

14

Ending Common Equity

Return on Avg. Equity

$96,684
9.2%

$103,948

7.2%

$114,961

10.1%

$120,233

9.0%

As my be seen in the table above, UNS Gas now projects that it will earn a ROE of only

10.1% in 2010 even if its rate request is granted in full and is implemented prior to January

2010. Even though the Company has trimmed its forecast of operating expenses and

capital expenditures, the reduced sales outlook coupled with the continued use of an

historical test year for rate setting purposes will make it very difficult for the Company to

am its cost of capital even if UNS Gas is granted the full rate increase it has requested.

Based on this forecast, it should be apparent that the Company requires all of its requested

rate increase in order for it to have any opportunity of earnings its cost of capital.

15

16

17

18

19

20

21

22

23

24

Q- Will UNS Gas have an opportunity to earn its cost of capital if Staff's revenue

requirement is adopted?

25

26

27

No. The Company estimates that it will be able to earn an ROE of only 6-7% if Staff' s

revenue requirement is adopted.

A.

24



1 Q-

2

How did you arrive at an estimate of UNS Gas' earned ROE under Staff's revenue

requirement?

3

4

5

6

7

8

9

10

This calculation is very straightforward. Since Staffs recommended rate increase is $6.1

million lower than the Company's requested increase, this represents the approximate

difference in pre-tax earnings available to UNS Gas in the first full year under new rates.

Applying a 39% composite income tax rate to this value produces an after-tax earnings

difference of $3.7 million. Subtracting this amount from the forecasted earnings and

ending common equity balance in the table above results in forecasted earnings of $7.3

million and an earned ROE of 6.8%, a level comparable to the Company's current level of

earnings and the proposed cost of debt in this proceeding.

11

12 Q.

13

When estimating the earned ROE resulting from Staff's revenue requirement, should

the expenses and capital base of the Company also be adjusted in the forecast?

14 A.

15

16

17

18

19

20

21

22

23

24

25

No. In making their reductions to UNS Gas' revenue requirement, Staff assumes that

certain expenses and investments are somehow not needed for the provision of retail gas

service. However, these expenses and investments do not disappear simply because Staff

assumes they are not needed. The other adjustments Staff made to UNS Gas' revenue

requirement relating to test year revenues, the cost of equity capital, and the ROR on

FVRB also have no bearing on what the Company will be required to spend on operating

costs and capital projects in the years to come. In the context of the "end result" test

referenced by Mr. Parcell, the adjustments made by Staff to test year expenses and rate

base have no relevance except for their impact on future operating revenues. It should be

clear that in applying such a results-based test, it is the practical effect of Staffs

recommendation on UNS Gas that should be considered, as opposed to a backward-

looking analysis that is based on historical data and assumed spending reductions.

26

27

A.

25



1 Q.

A.2

3

4

5

6

7

8

Does Mr. Purcell's pre-tax coverage ratio analysis constitute an "end results" test?

No. For example, i f  a uti l i ty regulator is too aggressive with expense and rate base

adjustments, a utility could be forced into bankruptcy -- yet Mr. Parcell's approach would

lead one to conclude that the bankrupt utility is financially healthy on an adjusted basis.

Indeed, if Mr. Parcell were to apply the same approach he does in his testimony in this

case, it appears he would testify that the bankrupt utility was able to attract debt and equity

capital  at reasonable rates and that i t would be able to earn returns consistent with

companies of similar risk. A test that shows a bankrupt utility is financially sound is no

test at all.9

10

11 Q-

12

13

Based on the financial impact of Staff's rate recommendations, do you believe that

the adoption of Staff's revenue requirement will result in earnings that are sufficient

to support UNS Gas' financial integrity?

14

15

16

No, I do not. If Staff' s revenue requirement is adopted, it is obvious that UNS Gas will not

be provided with a reasonable opportunity to either am its cost of capital or attract new

capital on reasonable terns.

17

18 B. Rebuttal of RUCO Witness William A. Rigsbv.

19

20 Q. What does Mr. Rigsby have to say about UNS Gas' ability to actually earn its cost of

21 capital?

22

23

24

25

26

Like Mr. Parcell, Mr. Rigsby's Direct Testimony does not say much in this regard, despite

making several references to the importance of providing a utility with an opportunity to

actual ly earn i ts  cost of capita l . The closest Mr.  Rigsby comes to opining on the

prospective earnings of UNS Gas is  a statement he makes on page 49 of his Direct

Testimony, lines 15-22:

27

A.

A.

26



u

v

1

2

3

I believe that my recommended cost of equity will provide UNSG
with a  reasonable ra te of return on the Company's  invested
capital...As I noted earlier, the Hope decision determined that a
utility is entitled to earn a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. I believe that my DCF analysis has produced such a return.

4

5 Mr. Rigsby's statement on page 9 of his Direct Testimony, lines 3-7, also touches on his

6 belief regarding the Company's ability to earn a reasonable ROR:

7

8

9

10

l l

The FVROR that  RUCO is recommending meets the cr iter ia
established in the landmark Supreme Court cases of Bluefield
Water Works & Improvement Co. v. Public Service Commission
of West  Virginia  (262 U.S .  679,  1923) and Federa l Power
Commission v. Hope Natural Gas Company (320 U.S. 391, 1944).
Simply stated, these two cases affirmed that a public utility that is
efficiently and economically managed is entitled to a return on
investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to
perform its duty to provide service to ratepayers.

12

13 Q-

14

What financial analysis does Mr. Rigsby offer to support his conclusion that UNS Gas

will be provided with a "reasonable rate of return"?

15 A.

16

17

18

None whatsoever. Nowhere does Mr. Rigsby evaluate the Company's ability to actually

earn its cost of capital under RUCO's rate recommendation. Instead, all he offers are

blanket assurances that the ROR recommended by RUCO will meet the requirements of

Hope and Bluefield, and that the Company will be provided with a reasonable ROR.

19

20 Q- Will UNS Gas have an opportunity to earn its cost of capital if RUCO's revenue

21 requirement is adopted?

22 No. The Company estimates that it will be able to earn an ROE of only 5-6% if RUCO's

23 This  ROE is  so low tha t  it  even fa lls  below the

24

revenue requirement is adopted.

Company's 6.49% cost of debt that Mr. Rigsby recommends as reasonable.

25

26

27

A.

27



1 Q-

2

3

Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Gas' financial integrity?

4

5

No, I do not. If RUCO's revenue requirement is adopted, it is obvious that UNS Gas will

not be provided with an opportunity to either earn its cost of capital or attract new capital

6 on reasonable terms.

7

8 IV. RATE OF RETURN ON FAIR VALUE RATE BASE.

9

10 A. Rebuttal of Staff Witness David C. Purcell.

11

12 Q- What does Mr. Purcell recommend regarding ROR on fair value?

13

14

15

16

17

18

19

20

Mr. Parcell's primary recommendation is that the Commission apply a 0% return on the

portion of FVRB that exceeds the original cost rate base. Mr. Parcell refers to this portion

of the FVRB as the "fair value increment." In other words, Mr. Purcell recommends no

return at all on the fair value increment. Thus, the revenue requirement is entirely

detemiined by the ROR on original cost. This approach is mathematically equivalent to

the now-discredited "backing in" method fonnerly used by the Commission, where the

revenue requirement was detennined by applying the weighted average cost of capital to

the original cost rate base, with a "fair value rate of return" being determined simply as a

fall out number.21

22

23 Q- Is Mr. Purcell's recommendation consistent with recent Commission decisions?

24 No. Mr. Purcell presented the same recommendation in the "Chaparral City" remand

25 case.5 The Commission did not adopt Mr. Purcell's recommendation in its remand order,

26 Decision No. 70441. Mr. Purcell also repeated this recommendation in the recent

27

5 Docket No. W-02113A-04-0616.

A.

A.

A.

28



1

2

Southwest Gas rate case, and again the Commission did not adopt it in the Commission's

rate order, Decision No. 70664. Thus, Mr. Parcell's recommendation has been rejected at

3 Staff seems to concede that this

4

5

least twice by the Commission. Indeed, even

recommendation is inappropriate, as Staffs revenue requirement does not follow Mr.

Parcell's primary reco1n1nendation.6

6

7 Q-

A

What approach did Staff use in calculating its revenue requirement?

8

9

10

Staff used an "alternative" recommendation proposed by Mr. Parcell. Mr. Parcell also

presented this alternative recommendation to the Commission in the Chaparral City

remand case. The Commission did not adopt his alternate recommendation in that case.7

11

12

13

14

15

16

17

18

The alternate recommendation being made by Mr. Parcell in this proceeding is also the

same as the method he proposed in the recent Southwest Gas rate case. In that case, his

proposal was adopted in a modified form by the Commission. However, in doing so the

Commission noted that: (1) the Chaparral City remand order (Decision No. 70441) was not

issued by the time of the hearing in the Southwest Gas case, (2) no party presented a

method similar to the method approved in the Chaparral city case, and (3) the utility

agreed to the basics of Mr. Parcell's approach, disputing only the method of determining

the risk-free rates The Commission determined that for these three reasons the method19

20 approved in the Chaparral City remand order was not available in the Southwest Gas case.

21

22

23

24

25

These three reasons do not apply to this case: (1) the Chaparral City remand order is

available for guidance, (2) we are presenting the method approved in that case, and (3) we

do not concede the appropriateness of Parcell's alternative recommendation -- indeed I

strongly disagree with it. Thus, I believe that the Commission should follow the method

26

27
s See Direct Testimony of Dr. Thomas Fish, Schedule THF-Al, line 6 and footnote *.
7 See Decision No. 70441 at 36-37.
8 See Decision No. 70665 at 32-33.
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1

2

recommended in the Chaparral City remand order, Decision No. 70441, or in the

alternative, the method that was refined by the Commission Staff in Docket No. W-

02113A-07-0551 .3

4

5 Q. What is your view of Mr. Purcell's alternative recommendation for calculating the

ROR on FVRB?6

7 A.

8

9

10

11 Third, it is based on Mr.

12

13

14

15

First, as described above in Section III of my Rebuttal Testimony, it results in a revenue

requirement that is simply too low to support UNS Gas' financial integrity. Second, it

represents an unwarranted departure from the calculation methodology approved by the

Commission in Decision No. 70441, as well as the modest refinement to that methodology

recommended by Staff in Docket No. W-02ll3A-07-0551.

Parcell's belief that the fair value of utility property should be given little, if any, weight in

setting retail rates. And finally, his choice of a 1.25% cost rate to apply to what he refers

to as the "fair value increment" is arbitrary since it represents the midpoint of a fairly wide

range of values (zero to 2.50%) and is unsupported by any analysis of the financial impact

his recommendation would have on UNS Gas.16

17

18 Q. What is the impact of Mr. Purcell's recommendation on UNS Gas' revenue

19 requirement?

20

21

22

23

His decision to apply a 6.37% ROR to the Company's FVRB resulted in a substantial

reduction to the overall revenue requirement. For example, had Mr. Parcell instead chosen

the high end of his range, 2.50%, as the cost rate to apply to the "fair value increment"

described in his testimony, he would have derived a ROR onFVRB of 6.70%:

24

25

26

Cost
6.49%

10.00%
2.50%

27

Long-Term Debt
Common Equity
Fair Value Increment
Total

% of Capital
Structure

36.56%
36.55%
26.89%

100.00%

Weighted Average
Cost

2.37%
3.66%
0.67%
6.70%

A.
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1

2

3

4

5

Alternatively, had Mr. Parnell used the same calculation methodology adopted by the

Commission in Decision No. 70441, where the ROR on FVRB was derived by adjusting

the cost of equity downward by the expected rate of inflation, he would have obtained a

7.25% ROR on FVRB using his 10.0% cost of equity capital and the 2.0% inflation rate

referenced on page 50 of his Direct Testimony:

6

7

8
Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01%
49.99%

100.00%

mQdifie<1
Cost *

6.49%
8.00%

Weighted
Average Cost

3.25%
4.00%
7.25%

9

10
* Note: Modified cost ofequity =10.0% - 2.0%= 8.0%.

11

12

13

Finally, had Mr. Parcell used the same methodology recommended by Staff in Docket

No. W-02113A-07-055 l , in which baM the cost of debt and cost of equity are adjusted by

one-half of the inflation rate, he would have also obtained a 7.25% ROR on FVRB1

14

15

16 Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

5.49%
9.00%

Weighted
Average Cost

2.75%
4.50%
7.25%17

18 * Note: Modifiedcost ofdebt= 6.49% - 1.0% = 5.49%.
Modified cost of equity = 10.0% - 1.0% = 9.00%.

19

20

21

When applied to Staffs FVRB of $251.5 million, and adjusted by Staffs gross revenue

conversion factor, these differences in the ROR on FVRB produce the following impact on

UNS Gas' overall revenue requirement:22

23

24

Difference between 6.70% and 6.37% ROR on FVRB
= $251.5 mil. X 0.33% X 1.6343
_' $1.36 mil.

25

26 Difference between 7.25% and 6.37% ROR on FVRB
= $251.5 mil. x 0.88% X 1.6343
= $3.62 mil.27
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1

2

3

4

Q- Mr. Grant, in your Direct Testimony you proposed a 6.80% ROR on FVRB even

though you demonstrated that UNS Gas could have supported a higher value of

7.30%. Is it your position that the ROR on FVRB in this proceeding should be

limited to a maximum value of 6.80%?

A. No. This reduction was a voluntary measure. As described on page 30 of my Direct

Testimony, the ROR of 6.80% was selected on the basis that this was the minimum value

required to produce an overall revenue requirement that would allow UNS Gas an

opportunity to earn its cost of capital and maintain its financial integrity. Due to the

substantial cuts to the revenue requirement proposed by Staff and RUCO, and the

possibility that those adjustments could be adopted by the Commission, the basis for

limiting the proposed ROR on FVRB has dissipated. Therefore, the ROR on FVRB should

be determined using the method approved in Decision No. 70441, or in the alternative, the

method subsequently recommended by the Commission Staff in Docket No. W-02113A-

07-0551.

Q. In light of the substantial revenue requirement adjustments recommended by Staff,

what ROR would you recommend be applied to UNS Gas' FVRB?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

I would recommend using a ROR that is consistent with the methodology used by the

Commission in Docket No. 70441. As described in my Direct Testimony, this ROR would

be equal to 7.30% if the Commission were to approve the Company's proposed cost of

capital. Alternatively, as described above, this ROR would be equal to 7.25% if the

Commission were to approve Staff' s proposed cost of capital.

A.

32



4

1 B. Rebuttal of RUCO Witness Ralph C. Smith.

2

3 Q. What is your general impression of Mr. Smith's testimony regarding the ROR on

4 FVRB?

5

6

7

8

9

10

11

I found Mr. Smith's description of the various calculation methodologies and related

impacts on UNS Gas' revenue requirement to be helpful. However, I was troubled by his

lack of explanation regarding his choice of a 5.38% ROR on FVRB, a value that is only

0.01% higher than the methodology that gives zero weight to the Company's FVRB. As

shown on page l of Schedule A attached to his testimony, this small increment of return

would provides UNS Gas with only $38,000 of additional revenues, despite having a

FVRB that is over $70 million higher than its original cost rate base ("OCRB").

12

13 Q. What explanation has Mr. Smith offered for his choice of a 5.38% ROR on FVRB?

14 A.

15

16

17

18

19

20

21

22

The only explanation I could find is the "Evaluation" listed directly below the overall

revenue requirement for each of the calculation methods listed on page 2 of Schedule A

attached to his Direct Testimony. These evaluations range from "way too high" for the

revenue requirement associated with Mr. Smith's "Calculation l" methodology, to "too

low" for the revenue requirement derived from Mr. Smiths "Calculation 3" and

"Calculation 4" methodologies. As described in footnote [a] at the bottom of this same

page, Mr. Smith also indicates that the recommended 5.38% ROR on FVRB was selected

"based on informed judgment after reviewing OCRB and FVRB calculations." This

opinion, rather than a detailed explanation of his analysis, is the only explanation Mr.

Smith offered.23

24

25

26

27

A.
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1 Q- In exercising his "informed judgment," did Mr. Smith consider the financial impact

of his ROR recommendation on UNS Gas?2

3

4

5

6

7

8

9

No, it does not appear that he did. Nowhere in his Direct Testimony, nor that of any other

RUCO witness, could I find any analysis of how RUCO's revenue requirement would

impact UNS Gas. Although RUCO witness William Rigsby does include a blanket

statement in his Direct Testimony indicating that RUCO's recommended ROR on FVRB

"meets the criteria" established in the Hope and Blue field decisions (see page 9 of his

Direct Testimony, lines 3-7), no substantive analysis was presented on this point by Mr.

Rigsby or any other RUCO witness.

10

11 Q-

12

13

14

15

16

17

18

In the executive summary attached to Mr. Smith's Direct Testimony he states that

UNS Gas is effectively requesting a ROE of 12.58% on its OCRB. Is this true?

Yes and no. This statement is incorrect in the sense that UNS Gas developed its OCRB

revenue requirement using the 11.0% cost of equity recommended in my Direct

Testimony. However, this statement is also correct in a certain sense, since the Company's

FVRB revenue requirement is higher than its OCRB revenue requirement. When this

higher FVRB revenue requirement is expressed on an OCRB revenue requirement basis,

the resulting return on equity is indeed higher.

19

20 Q-

21

Does this mean that the Company is requesting "an excessive rate of return" as

alleged by Mr. Smith in his executive summary?

22 A.

23

No. This is simply the result of giving some weight to the Company's FVRB, which as

discussed earlier is over $70 million higher than its OCRB.

24

25

26

27

A.

A.
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Q- Will the Company have an opportunity to actually earn the 12.58% ROE that Mr.

Smith has recommended?

1

2

3

4

A. No. As described earlier in my testimony, at best the Company can expect to earn a ROE

of only 10.1%. This assumes that the Company's requested rate increase is granted in its

entirety.

Q. Do you have any other comments regarding the ROR on FVRB that Mr. Smith is

recommending?

My only remaining comment is that the ROR values obtained from each of his calculation

methodologies are based, at least in part, on the unreasonably low cost of equity estimate

recommended by RUCO witness William Rigsby. As such, all of the ROR values and

associated revenue requirements "evaluated" by Mr. Smith are much too low, irrespective

of which methodology is ultimately approved by the Commission.

v. CARRYING COST ON PURCHASED GAS ADJUSTOR BALANCE.

A. Rebuttal of Staff Witness Robert G. Grav.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Mr. Grant, what comments do you have in response to the Direct Testimony filed by

Staff witness Robert Gray?

My comments are focused only on the interest rate to be applied to balances of under- and

over~recovered gas costs under the Company's PGA. Due in part to the lack of readily

available published data showing the monthly average for 3-month LIBOR, Mr. Gray has

expressed a preference for continued use of the rate on 3-month financial commercial

paper published by the Federal Reserve. Although the Company's preference would be to

use the 3-month LIBOR rate plus 1.0% to reflect the cost of short-term borrowing forUNS

Gas, the Company would also be willing to use the financial commercial paper rate

A.

A.
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1

2

3

4

favored by Mr. Gray plus a 1.0% credit spread. Although 3-month LIBOR has typically

been somewhat higher than the rate on 3-month financial commercial paper, this rate

differential is typically not very large. Exhibit KCG-16 shows the recent rates for each of

these interest rate series, along with the above-referenced cost of short-term borrowing to

UNS Gas.

Q- In his Direct Testimony Mr. Gray commented that, contrary to a statement in your

Direct Testimony, the Federal Reserve does not publish rates for 3-month LIBOR. Is

5

6

7

8

9

10

11

12

13

14

A.

15

16

17

18

19

20

21

Mr. Gray's comment correct?

Yes. Unfortunately, the statement on page 33 of my Direct Testimony, lines 17-18, should

have referred to LIBOR rates published by the British Bankers Association ("BBA") and

by the Wall Street Journal, and not the Federal Reserve. And since the BBA data is only

published free of charge on a lagged historical basis, the Wall Street Journal would

probably be the best source of timely data for 3-month LIBOR rates, If this benchmark

rate is ultimately used in the calculation of the PGA interest rate, UNS Gas would be

willing to compile the daily rates for 3-month LIBOR and submit them for review by Staff,

along with a simple calculation of the monthly average rate and documentation showing

that UNS Gas is still subject to a 1.0% credit spread on its revolving credit facility. As

mentioned above, however, UNS Gas would also be willing to use the 3-month financial

commercial paper rate currently being used, plus the 1.0% credit margin applicable to

borrowings under the UNS Gas credit facility.

22

23

24

Q- Do you have any more comments on Mr. Gray's Direct Testimony?

25

26

27

My only remaining comment is that by requesting a change to the PGA interest rate, the

Company is only trying to recover its reasonable costs. Such a minor change to the PGA

interest rate should have no impact whatsoever on the gas procurement practices of UNS

Gas.

A.
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Mr. Grant, does this conclude your Rebuttal Testimony?1 Q .

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, it does.
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1

2

3

4

5

6

7

8

9

10

11

12

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
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4

1 I. INTRODUCTION.

2

3 Q- Please state your name and address.

4

5

My name is Kenton C. Grant. My business address is One South Church Avenue, Tucson,

Arizona.

6

7 Q- Did you file Direct Testimony and Rebuttal Testimony in this proceeding?

8 Yes.

9

10 Q- On whose behalf are you filing your Rejo°mder Testimony in this proceeding?

My Testimony is filed on behalf of UNS Gas, Inc.11

12

13

14

Q. What is the purpose of your Rejoinder Testimony in this proceeding?

15

16

The purpose of my Rejoinder Testimony is to respond to portions of the surrebuttal

testimony filed by Arizona Corporation Commission Staff ("Staff") witnesses David C.

Purcell, Thomas H. Fish and Robert G. Gray, as well as portions of the surrebuttal

testimony filed by Residential Utility Consumer Office ("RUCO") witnesses William A.

Rigsby and Ralph C. Smith.

17

18

19

20 11. RESPONSE TO STAFF WITNESS DAVID c. PARCELL.

21

22 Q-

23

What aspects of Mr. Purcell's Surrebuttal Testimony will you address in this

Rejoinder Testimony?

24

25

26

My comments will focus on Mr. Purcell's characterization of recent developments in the

capital markets and his assertion that UNS Gas is somehow seeking a guaranteed return

on capital.

27

A.

A.

A.

A.

A.

1



1 Q- What does Mr. Parnell have to say regarding recent developments in the capital

2 markets?

3

4

5

6

7

8

On page 4 of his Surrebuttal Testimony Mr. Purcell once again makes reference to the

recent "flight to safety" that has taken place in the debt and equity markets. However,

despite the increase in observed bond yields and large sell-off in common stocks, Mr.

Parcell continues to reject the notion that the cost of capital for utilities has increased.

Instead, he reiterates his belief that the flight to safety reflects more of an "availability of

capital" problem as opposed to a "cost of capital" problem.

9

10 Q- Is this a realistic view of the capital markets?

11

12

13

14

15

16

17

18

19

20

No. This view could only hold water if one were to suspend the laws of supply and

demand in the capital markets. It is simply unrealistic to believe that the cost of capital

for utilities could remain unchanged when the amount of capital made available to

utilities has been dramatically reduced through a massive flight to safety. The simple fact

of the matter is that required yields on U.S. Treasury securities plummeted while required

yields on utility bonds rose dramatically, especially for lower-rated utilities such as UNS

Gas. At the same time, even relatively stable sectors such as the gas utility industry

suffered large declines in stock prices. Mr. Parcell's decoupling theory, wherein the cost

of capital remains unaffected by the "availability of capital," is a phenomenon that is

contrary to both basic economic principles and empirical market data.

21

22 Q- What does Mr. Parcell have to say with regard to the Company's ability to earn its

23 cost of capital?

24 Not much. However, on page 7 of his Surrebuttal Testimony, he offers the following

25 observation:

26

27

A.

A.

A.

2
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q

1

2

3

Mr. Grant seems to be taking the position that the cost of
capital authorized by a commission should be regarded as a
"guarantee" but this is not the case. Utility investors have no
more "right" to a guaranteed return than do its ratepayers to a
"right" to employment, maintenance of their housing values,
and an increasing value of their retirement accounts and other
investments.

4

5 Q- Is this a fair characterization of your testimony?

6

7

8

No, it is not. A11 the Company is seeking is a reasonable opportunity to earn its cost of

capital. Even if UNS Gas' rate proposal were adopted in its entirety, the Company would

still be exposed to variability in sales, inflationary cost pressures, changes in tax policies,

9

10

shitting capital markets, new regulatory mandates and a host of other potential risks to its

Additionally, asfinancial outlook. demonstrated in my Rebuttal Testimony, the

11

12

13

Company forecasts that it would still not be able to earn its ll.0% cost of equity even if

the Commission were to grant the entire rate increase being sought by UNS Gas. Under

the circumstances, I find Mr. Purcell's characterization of my testimony to be very

14 misleading.

15

16 111. RESPONSE TO STAFF WITNESS THOMAS H. FISH.

17

18 Q- Mr. Grant, what portion of Dr. Fish's Surrebuttal Testimony do you care to

19 address?

20

21

22

23

My comments focus on Dr. Fish's discussion of the Company's working capital

requirements, and in particular, the reasonableness of the credit terms that existed

between UNS Gas and its sole natural gas supplier, BP Energy, during the test year.

Other aspects of Dr. Fish's Surrebuttal Testimony will be addressed by other UNS Gas

24 witnesses.

25

26

27

A.

A.

3



1 Q-

2

What did Dr. Fish have to say about the credit terms that existed between UNS Gas

and BP Energy during the test year?

3

4

On page 4 of his Surrebuttal Testimony, Dr. Fish expressed an opinion that the credit

terns were "not realistic" and "not representative of normal credit terms." He goes on to

state that "UNS Gas has the discretion to obtain more favorable terms and conditions5

6 from another supplier," and that UNS Gas customers should not have to bear the

incremental cost of these credit terns.7

8

9 Q. What aspect of these credit terms does Dr. Fish criticize?

10

11

12

He criticizes the making of payments to BP Energy twice per month instead of on a

monthly basis as is customary. His main problem with the acceleration of payments is

that the Company's working capital requirements are higher than they would otherwise

13 be.

14

15 Q- Did the Company have any alternatives it could have pursued 'al lieu of making

16 accelerated payments?

17 Yes, but neither of these alternatives would have been cost effective. One of these

18

19

20

21

alternatives would have involved the posting of cash collateral with BP Energy for an

extended period of time. The other alternative would have required the issuance of a

bank letter of credit in the favor of BP energy. Both of these alternatives would have

been more costly than the accelerated payment plan.

22

23 Q~

24

Do you agree with Dr. Fish that UNS Gas had the discretion to obtain more

favorable terms from another supplier?

25 No. During the test year, BP Energy was a full-requirements supplier to UNS Gas. Only

26

27

under very limited circumstances would the Company have been pennitted to purchase

gas from another provider. Since the expiration of that full-requirements contract in mid-

A.

A.

A.

A.

4



1

2

3

4

2008, the Company has started purchasing gas from other suppliers. However, it should

be noted that other suppliers are not providing generous amounts of credit to UNS Gas.

BP Energy still provides more trade credit to UNS Gas than any of the other gas suppliers

the Company is now doing business with.

5

6 Q-

7

8

9

10

11

12

13

14

15

Do you agree with Dr. Fish that the credit terms extended by BP Energy were "not

realistic" and "not representative of normal credit terms"?

No. As stated above, BP Energy has extended more trade credit to UNS Gas than any

other supplier. Credit terns are negotiated between a buyer and seller as part of the

contracting process. Since BP Energy was the Company's sole gas supplier during the

test year, and since UNS Gas' credit profile is weaker than most gas utilities, it should not

be surprising that UNS Gas would bump up against this credit limit during peak periods

of gas usage. While the acceleration of payments to third party providers is not a very

common practice, in the case of UNS Gas is was a cheaper alternative relative to posting

cash collateral or providing a letter of credit.

16

17 Q.

18

Do you agree with Dr. Fish that the Company's customers should not be responsible

for the incremental cost of providing credit support?

19

20

21

22

No. The Company makes no profit on the sale of natural gas procured in the wholesale

market for retail customers. Since the Company is providing a valuable gas procurement

service that benefits its retail customers with no mark-up, it is hard to understand why Dr.

Fish believes that credit support costs incurred for gas procurement should not be

23 recouped by the Company.

24

25

26

27

A.

A.

5



1 Iv. RESPONSE TO STAFF WITNESS ROBERT G. GRAY.

2

3

4

Q, What comments do you have in response to the Surrebuttal Testimony filed by Staff

5

witness Robert Gray?

Mr. Gray cites the same reasons discussed in his Direct Testimony for denying the

Company's proposal to change the interest rate on bank balances under the Puchased Gas

Adjustor ("PGA") rate mechanism. However, on page 2 of his Surrebuttal Testimony, he

also implies that under the Company's proposal, the proposed interest rate would

somehow be applied differently to under- and over-recovered balances of purchased gas

6

7

8

9

10

11

12

costs.

Q- Is the Company proposing to apply a one interest rate to over-recovered PGA bank

balances and a different interest rate to under-recovered PGA bank balances?13

14

15

16

17

No. Under UNS Gas' proposal, the same rate would be applied to both under- and over-

recovered bank balances. And since the proposed interest rate is higher than the rate

currently in place, customers would actually benefit from this proposal at the present time

due to the presence of an over-recovered PGA bank balance at UNS Gas.

v. RESPONSE TO RUCO WITNESS WILLIAM A. RIGSBY.

18

19

20

21

22

23

24

25

26

27

Q- What comments do you have on the Surrebuttal Testimony filed by RUCO witness

William Rigsby?

I will confine my comments to Mr. Rigsby's use of the Capital Asset Pricing Model

("CAPM") to derive an estimate for the cost of equity capital. In his Surrebuttal

Testimony, Mr. Rigsby continues to defend his use of the CAPM, which resulted in a

ridiculously low cost of equity estimate of 5.26% to 6.39%. He also goes on to provide

an alternative CAPM analysis that produces an even lower range of 4.91% to 6.25%.

A.

A.

A.

6



1

2

Although Mr. Rigsby makes many technical arguments in support of his analysis, the end

result produced by his CAPM analysis is simply unrealistic.

3

4 Q,

5

Please explain why the results obtained from Mr. Rigsby's application of the CAPM

are unrealistically low.

6

7

8

9

10

This point was initially addressed on page 20 of my Rebuttal Testimony, where I

described how it is unrealistic to expect the cost of equity capital to be lower than the cost

of debt for any given company. As described in his Direct Testimony, Mr. Rigsby agrees

with UNS Gas that the Company's embedded cost of debt is 6.49%. He also points out

on page 17 of his Surrebuttal Testimony that required returns on Baa/BBB rated utility

bonds were recently quoted at 6.85%. Therefore, using either the embedded cost of debt

for UNS Gas or the current market rate of debt for similar rated utilities, the CAPM12

13

14

results obtained by Mr. Rigsby would imply the presence of a negative equity risk

premium (i.e., a cost of debt that exceeds the cost of equity).

15

16 Q-

17

Does Mr. Rigsby's Surrebuttal Testimony address the feasibility of a negative equity

risk premium?

18 Yes. Page 16 of his Surrebuttal Testimony, lines 18-23, contains the following question

19 and answer:

20

21

Q. Please  address  Mr . Grant 's  a rgument  tha t  common
shareholders bear a higher risk than bond holders and expect a
higher return than the yields of utility debt instruments.

22

23

A. I do not  d isagree with Mr.  Grant  on this point . The
question is how much more of a risk premium is merited for a low
risk regulated monopoly such as UNS Gas.

24 Based on Mr. Rigsby's own testimony regarding the cost of debt and the lack of a

25 negative equity risk premium, it is apparent that the results he obtained from the CAPM

26 are unrealistically low and should therefore be afforded zero weight in determining the

27 Company's cost of equity.

A.

A.
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1 VI. RESPONSE TO RUCO WITNESS RALPH c. SMITH.

2

3 Q- What aspects of Mr. Smith's Surrebuttal Testimony will you respond to?

4

5

6

7

My comments are focused on his discussion of the appropriate rate of return ("ROR") on

fair value rate base ("FVRB"). In particular, I will respond to his statements regarding

the appropriate use of financial forecasts in a rate proceeding, and his assertion that UNS

Gas' rate proposal represents an unwarranted burden on the Company's customers.

8

9 Q- How does Mr. Smith characterize your use of financial forecasts in this proceeding?

10

11

12

On page 12 of his Surrebuttal Testimony, lines 10-12, he infers that I am using financial

forecasts as "some kind of a surrogate for a future test year" or as "some kind of test of

the reasonableness of the parties' differing recommendations."

13

14 Q- Is this characterization accurate?

15 No. Although I am using the results of a financial forecast to gauge the reasonableness of

16

17

the rate increases recommended by each of the parties to this proceeding, I am certainly

not using the forecast as a "surrogate" for a future test year.

18

19 Q- Please explain.

20

21

As discussed by Mr. Smith as well as Staff witness David Purcell, the Commission has

some discretion in setting the ROR on FVRB. In recognition of this discretion, the rates

22 of return on FVRB recommended by the witnesses in this proceeding vary widely. In

23

24

25

26

27

order to gauge the reasonableness of these widely divergent rates of return, and the end

result arising from each palty's revenue requirement, it is important to examine the

financial impact these recommendations will have on UNS Gas. The only meaningful

way do this, given that new rates will not be in place until late 2009 or early 2010, is to

examine a financial forecast for the period that new rates will be in effect. That is the

A.

A.

A.

A.

8



9

1

2

3

4

5

6

7

reason I included a financial forecast for UNS Gas in both my Direct and Rebuttal

Testimony. Without this infonnation, I am not sure what basis the Commission would

have for adopting one value over another in its determination of a reasonable ROR on

FVRB. Alternatively, the Commission could adopt the same calculation methodology

approved for Chaparral City Water Company in Decision No. 70441. However, it is

apparent that there is no agreement between the Company, Staff and RUCO on what

would constitute a reasonable ROR on FVRB in this proceeding.

8

9 Q-

10

11

On pages 3 and 4 of his Surrebuttal Testimony, Mr. Smith discusses the criteria that

he believes should be applied in determining a reasonable ROR on FVRB. Do you

agree with the criteria applied by Mr. Smith?

12

13

14

15

16

17

18

19

20

21

22

No, I do not. While the Company is certainly sympathetic to the plight of its customers

in such a tough economic environment, the basis for Mr. Smith's recommendation is

clearly one-sided. No consideration is given to the Company's need to recover its cost of

providing service and the opportunity to earn a reasonable rate of return on its capital

investment. Instead, Mr. Smith refers to any increment of revenue requirement over and

above that produced by an original cost rate base as a "fair value difference" and an

"extra revenue increase" that should be as close to zero as possible. He goes on to

characterize the "fair value difference" derived from the methodology adopted in

Decision No 70441 as "burdening" to ratepayers and resulting in a rate increase that is

"not warranted" for UNS Gas. In short, the only criteria being applied by Mr. Smith in

selecting a ROR on FVRB is the minimization of rates to UNS Gas customers.

23

24 Q- Is the requested ROR on FVRB and corresponding rate increase "unwarranted" as

Mr. Smith claims?25

26

27

No, it is not. The Company's cost of service is clearly higher than the revenues produced

under current rates. Although the current economic environment is indeed very

A.

A.

9
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fr

1

2

3

4

5

6

7

8

9

10

11

challenging, and a rate increase would likely be viewed as an unwelcome burden by

many of the Company's customers, the simple fact of the matter is that UNS Gas

shareholders have also been burdened by below-market rates of return on their capital,

even during periods of relative economic prosperity. The approach being advocated by

Mr. Smith is decidedly asymmetrical. Under his approach, during poor economic times

such as these, it is perfectly acceptable for a public utility to earn less than its cost of

capital. However, during more prosperous times, the best a utility can expect to do is to

earn its cost of capital, and not a penny more. Such a policy would clearly not be in the

long-tenn best interest of UNS Gas or its customers, as it would serve to reduce the

amount of capital and credit made available to the Company, and increase the cost of

whatever capital and credit that is made available.

12

13 Q- Does this conclude your Rejoinder Testimony?

14 Yes, it does.

15

16

17

18

19

20

21

22

23

24

25

26

27

A.

10
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1 1. INTRODUCTION.

2

3 Q,

4

Please state your name and business address.

My name is Dallas J. Dukes and my business address is One South Church Ave., Tucson,

Arizona, 85702.5

6

7 Q- By whom are you employed and what are your duties and responsibilities?

8

9

10

11

12

I am the Manager of Rates and Revenue Requirements for Tucson Electric Power

Company ("TEP" or the "Company"). As Manager of Rates and Revenue Requirements,

I am responsible for monitoring and determining revenue requirements, customer pricing

and rates structures for all the regulated subsidiaries of UniSource Energy Corporation

("UniSource Energy"), including UNS Gas, Inc. ("UNS Gas" or the "Company").

13

14 Q- Please describe your background and work experience.

15

16

17

18

hold a Bachelors of Science degree in Accounting from Indiana University. I am also a

Certified Public Accountant. I have over seventeen years experience as an accountant

within the utility industry. Before assuming my current position, I was employed as the

Director of Accounting for TEP .

19

20

21

22

Prior to working for TEP, I was employed by Citizens Gas & Coke Utility ("Citizens

Gas"), for approximately five years. Citizens Gas serves approximately 265,000

customers in the Indianapolis, Indiana area. The majority of my time at Citizens Gas was

23 spent as the Controller.

24

25

26

27

Before then, I was the Controller and Director of Regulatory Affairs for Fountaintown

Natural Gas Company, and Southeastern Indiana Natural Gas Company. Prior to that, I

was employed by the Indiana Office of Utility Consumer Counselor ("OUCC") for

A.

A.

A.

1



1

2

3

4

approximately seven years. The majority of my time at the OUCC was spent as a

Principal Accountant. My primary duties at the OUCC were to perform professional

investigative audits and to represent the public's interest as an expert witness in

proceedings before the Indiana Utility Regulatory Commission.

5

6 Q- Could you please summarize your Direct Testimony?

7

8

I am supporting the Company's request for a rate increase by sponsoring Schedules A-1,

A-2, and A-5, Schedules B-1, B-2, B-3, B-4 and B-5, and the pro forma accounting

9

10

11

Acquisition Discount,

Griffith Power Plant Facilities ("Griffith Plant");

12 Build-Out Plant Write-Down,

13

14

Golden Valley Pipeline,

Post Test Year Non-Revenue Producing Plant,

15

16

adjustments on Schedule B listed below:

(i)

(ii)

(iii)

(iV)

(v)

(vi)

(vii)

Customer Advances Adjustment

Working Capital.

17

18 I and the pro forma accounting

19

20

21

Griffith Plant Operations,

Golden Valley Pipeline Operations,

Purchased Gas Cost and Gas Cost Revenue,22

23

24

25

26

Negotiated Sales Program ("NSP") Revenue and Gas Cost,

Payroll Expense,

Payroll Tax Expense,

Pensions and Benefits,

27

am also sponsoring Schedules C-l, C-2 and C-3,

adjustments reflected on Schedules C listed below:

(viii)

(ix)

(x)

(xi)

(xii)

(xiii)

(xiv)

(xv) Incentive Compensation,

A.

2



1 Rate Case Expense,

2

3

4

Bad Debt Expense,

Miscellaneous Expenses,

Normalize Outside Legal Expense,

5

6

7

8

(xvi)

(xvii)

(xviii)

(xix)

(xX)

(xxi)

(xxii)

(xxiii)

CARES Expense,

CARES Regulatory Asset Amortization; and

YZK Amortlzation,

DSM Revenue & Expense.

9

10 Q- Please describe the information contained in summary Schedule A-1?

11

12

13

14

15

16

17

18

Schedule A-1 provides a summary of the increase in revenue requirement that UNS Gas

is seeking through a rate increase in this case. Lines 1 through 8 of Schedule A-1 present

the data utilized in determining the Company's revenue requirement. The data is

presented pursuant to three valuation methodologies: (1) original cost, (2) reconstruction

cost new less depreciation ("RCND"), and (3) fair value. Fair value is detennined by

adding together the original cost and RCND rate base amounts and dividing that total by

two. This gives equal weight to both methods when determining the fair value amount.

This method of determining the fair value is consistent with prior Commission practice.

19

20

21

22

23

The test-year that the Company utilized for this rate case is the twelve months ending

June 30, 2008. As set forth in Schedule A-l, the original cost rate base is $182 million

and the RCND rate base is $329 million. Under standard Arizona Corporation

Commission ("Commission") practice, the fair value rate base is considered to be $256

million.24

25

26

27

Schedule A-1 supports a finding that UNS Gas presently has an operating income

deficiency of $5.8 million and is requesting an increase in revenues of $9.5 million. This

A.

3



1

2

3

4

5

6

7

8

9

results in an average 6% increase to a customer's total bill compared to test year

revenues, inclusive of gas costs. The effect on the fixed monthly and delivery charges on

an average customer's bill will be an increase in those components of approximately 19%

compared to test year revenues, excluding gas cost recovery. However, this 19% increase

is only associated with a portion of the customer's total bill. Therefore, assuming the

remaining portion of a customer's bill, the gas cost, is equivalent to test year levels, the

customer will see an average overall increase of approximately 6% to his total bill. Lines

ll through 18 of Schedule A-l present how the revenue increase would be allocated

among UNS Gas' customers by class.

10

11 II. PRO FORMA ADJUSTMENTS.

12

13 Q- Please explain the consideration of pro forma adjustments in the rate case process.

14

15

16

17

18

19

Public utility rates are based on the reasonable and prudently incurred costs of providing

safe, reliable service. The revenue requirement underlying rates is developed on the basis

of a test-year that reflects a level of operating revenues and expenses and net plant

investment that is representative of normal conditions that are expected to exist during

the time that resulting rates may be in effect. The revenue requirement calculation also

contains a component that is intended to afford the utility a reasonable opportunity to

achieve a fair rate of return, as authorized by the respective regulatory authority.20

21

22

23

24

Pro forma adjustments are made to recorded test-year amounts that are not required for

the provision of service or that are not representative of the levels expected to occur

during the period in which the new rates will be in effect. Such adjustments may be

made in the form of eliminations, annualizations, or nonnalizations.25

26

27

A.

4



1 Elimination adjustments are made to remove out~of-period or non-recuning transactions,

or items that are not costs or revenues related to the provision of utility service, thus, not2

3 eligible for reflection in revenue requirements.

4

5

6

7

8

9

10

11

Annualization adjustments are made to reflect the full, twelve-month revenue or expense

level of certain components of operating income. They are typically computed using

end-of-test-year quantities and the most current known and measurable prices and rates.

Examples in this case include restating test-year operating revenues to reflect customer

levels at the end of the test-year, adjusting payroll expense to reflect current salary rates

and changes in employee levels during the test-year, and adjusting recorded depreciation

expense to reflect the full effect of plant additions and retirements during the test-year.

12

13

14

15

16

17

18

19

20

21

Normalization adjustments reflect that the recorded test-year operating revenues and

expenses may not be representative of a normal level for ratemaking purposes. Certain

events may have affected recorded transactions in an atypical manner. Moreover, some

transactions eligible for reflection in revenue requirements are incurred at intervals less

frequently than annually, provide benefits extending beyond a single year, or reoccur in

significantly different amounts each year. As a result, the amounts recorded in the test-

year may not be viewed as "normal," thus requiring a restatement for ratemaking

purposes. Normalization adjustments are made in such instances when a test-year level

of revenues or expenses is not representative of what would be expected on an on-going

22 basis. Examples in this case include the adjustment for bad debt expense, the overtime

23

24

factor implicit in the payroll adjustment, and the adjustment to normalize the level of

outside legal expense.

25

26

27

5



1 Q-

2

Were the pro forma adjustments that you are sponsoring in your Direct Testimony

prepared by you or under your supervision?

3 Yes, they were.

4

5 III. RATE BASE ADUSTMENTS.

6

7 i. Acquisition Discount.

8

9 Q- Please explain the Acquisition Discount adjustment.

10

11 The Commission

12

13

14

15

16

17

Effective August ll, 2003, UniSource Energy acquired from Citizens Communications

Company ("Citizens") its remaining gas assets located in Arizona.

approved this acquisition in Decision No. 66028 (July 3, 2003) pursuant to a Settlement

Agreement. This adjustment is necessary in order to properly reflect the discount, or

negative acquisition premium, authorized by the Commission when UniSource Energy

acquired Citizens. Decision No. 66028 calls for the use of a $30.7 million "negative

acquisition premium" (see page 8, lines 17 through 22 of the Decision) in the calculation

of rate base for ratemaking purposes to reflect this lower purchase price.

18

19 Q- Is an acquisition adjustment normally appropriate?

20

21

22
Sal

23

24

25 first devoting it to public service."2

26

No. Normally original cost rate base is just that "original cost" and under Commission

rules, the original cost of utility property is the cost "at the time it is first devoted to pubic

service. In the case of an asset sale, the assets will have been devoted to service before

the sale. Thus, the sale does not affect the original cost of the assets, either positively or

negatively. In other words the relevant cost is the "cost of [the] property to the person

Thus, an acquisition adjustment is normally not

appropriate. However, UniSource Energy did agree to the specific negative acquisition

27 1 Arizona Administrative Code ("AAC") R14-2-102.A.6
2 A.A.C. R14-2-103.A.3.e

A.

A.

A.
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1

2

3

adjustment noted above (Le. the acquisition discount adjustment). This pro forma

adjustment is necessary so that the acquisition adjustment is limited for ratemaking

purposes to the specific value agreed to by the Company and approved by the

Commission.4

5

6 Q~ Please explain further.

7

8

9

10

11

12

13

14

15

16

UniSource Energy actually paid $50.1 million less than the original cost for the gas assets

acquired from Citizens. In accordance with United States Generally Accepted Accounting

Principles ("GAAP"), this amount had to be shown on the Company's books as a negative

acquisition adjustment. This GAAP acquisition discount is larger than the acquisition

discount approved by the Commission as described above. Normally, an acquisition

discount would not be considered for raternaking purposes at all. However, in this case,

the discount agreed to by the Company must be recognized. Essentially, this pro Ronna

adjustment takes the GAAP discount and reduces it to the value of the discount authorized

by the Commission. Put another way, the GAAP discount must be reduced for raternaking

purposes, which increases rate base.

17

18 Q- Please explain the accounting details further.

19

20

21

22

23

24

25

26

When I say the "value" of the agreed upon discount, I mean the $30.7 million figure

stated in the 2003 Settlement Agreement, less amortization. The amortization has been

calculated through June 30, 2008. Amortization reflects the fact that the assets which

were purchased do not have an infinite life. Pursuant to the Settlement Agreement

approved by the Commission, the amortization rate is the same as the depreciation rate

for corresponding plant accounts. According to Commission and the Federal Energy

Regulatory Commission ("FERC") directives, the acquisition adjustment was a credit to

accumulated depreciation.

27

A.

A.

7



1 Q. Is the Acquisition Discount adjustment consistent with the last UNS Gas rate case,

Doeket No.G-04204A-06-463?2

3 Yes. The adjustment was prepared and calculated in the same manner as was approved

4

5

by the Commission in the last UNS Gas rate case order, Decision No. 70011 (November

27, 2007) (hereinafter sometimes referred to as "the last UNS Gas Rate Order").

6

7 Griffith Plant.

8

9 Q- Please explain the Griffith Plant adjustment.

10

11

12

13

14

This adjustment removes from Plant in Service the cost of facilities that connect the

Griffith Plant with the El Paso Natural Gas and Transwestern Pipeline Company

interstate pipelines. Such facilities were constructed by and are owned by UNS Gas. The

Griffith Plant costs are recovered pursuant to a specific contract between UNS Gas and

the owners of the Griffith Plant. The facilities, revenue and expenses relating to the

Griffith Plant are excluded from rate base and revenue requirements for the purposes of15

16 general retail ratemaking.

17

18 Q- Is the Griffith Plant adjustment consistent with the last UNS Gas rate case, Docket

No. G-04204A-06-0463?19

20 Yes. The adjustment was prepared and calculated in the same manner as was approved

21 by the Commission in the last UNS Gas Rate Order.

22

23 iii. Build-Out Plant Write-Down.

24

25 Q. Please explain the Build Out Plant Write-Down adjustment.

26 A. In Decision No. 66028, the Commission approved a Settlement Agreement which

27 included "an additional $10 million permanent disallowance to gas rate base to

A.

A.

A.

ii.

8



1

2

3

recognize excessive costs associated with Citizens' Build-Cut Program." (See page 8,

lines 21-22 of the Decision.) This adjustment takes the required adjustment to December

31, 2001 rate base and separates that adjustment into components for gross plant in

service and accumulated depreciation. Then the adjustment also quantities additional4

5 depreciation provided through June 30, 2008,

accumulated depreciation from rate base.

removing the respective plant and

6

7

8 Q. Is the Build Out Plant Write-Down adjustment consistent with the last UNS Gas rate

9 case, Docket No. G-04204A-06-0463?

10 Yes. The adjustment was prepared and calculated in the same manner as was approved

11 by the Commission in the last UNS Gas Rate Order.

12

13 Golden Valley Pipeline.

14

15 Q-

16

17

18

19

20

21

22

23

Please explain the Golden Valley Pipeline ("GVP") adjustment.

This adjustment removes from Plant in Service the majority of the cost of the GVP

facilities that connect the Black Mountain Generating Station ("BMGS") with the

Transwestern Pipeline Company interstate pipeline. Such facilities were constructed by

and are owned by UNS Gas. The majority of the GVP costs are recovered pursuant to a

specific contract between UNS Gas and the owner of the BMGS.3 This portion of the

facilities, revenue and expenses relating to the GVP, in accordance with the agreements

approved in Decision No. 70186, (February 27, 2008), are excluded from rate base and

revenue requirements for the purposes of general retail ratemaking.

24

25

26

27 3 The BMGS is currently owned by UniSource Energy Development Company ("UED"), a subsidiary of UniSource
Energy.

A.

A.

iv.
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1 Q. What amount of the facilities, revenue and expenses related to GVP is being

2 included inrate baseand revenuerequirements?

3

4 REDACTED

5

6

Per the agreement between the owner of BMGS and UNS Gas, approximately

% of the costs are being recovered from the owner of BMGS and thus only

REDACTED% is being included in rate base and revenue requirements in this

proceeding. This amount is being included for capacity made available to serve UNS

Gas retail customers in the area of the pipeline.7

8

9 Q. Are there retail customers currently being served by the GVP?

10 Yes. The Kinsman prison is currently being served by the distribution line and is

11

12

13

14

providing for partial recovery of the annual estimated cost of the GVP included in rate

base, and thus the Company's proposed revenue requirements. It is also expected that the

prison will essentially double its consumption in the 1st quarter of 2010 with the

completion of its expansion. In addition there is a factory that is expected to connect to

the distribution line within the next few months.15

16

17 Q- Are there provisions in the contract that allow for the allocation of cost to be

recovered from UED to be re-evaluated and adjusted?18

19 Yes. The contract includes a provision that in five years from the date of the agreement,

20

21

22

23

the allocation will be re-evaluated. Any cost not being recovered from new retail

customers taking service from the GVP distribution line will be re-allocated to the owner

of the BMGS. Essentially, if the new customers do not hook-up, then those cost will be

recovered from the owner of BMGS for the remainder of the contract and the retail

customers of UNS Gas will be held harmless.24

25

26

27

A.

A.

A.
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1 v. Post Test Year Non-Revenue Producing Plant.

2

3 Q.

4

5

6

7

8

9

Please explain the Post Test Year Non-Revenue Producing Plant adjustment.

Thi s  ad j u s tment  i s  be i ng  made  to  a i d  the  Company  i n  hav i ng  a  more  rea sonab l e

opportunity to earn i ts  authorized return by accelerating the recovery of investments

made prior to the end of the test year into plant that will not produce additional revenues

beyond the test year adjusted amount. These investments were not in service by the end

of the test year, but wil l  be in service when rates established in this case go into effect.

These are investments in items like transportation equipment, general plant, replacements

10 and relocations of existing facilities.

11

12 Q~

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Is the Company advocating that the Commission should allow the recovery of and

on plant investment expended by the end of the test year, but not in service?

Yes. The Commission should al low UNS Gas to recover such costs. The Company has

made investments to serve existing customers and wi l l  not see any additional  revenue

directly related to these investments unti l  the time the investments are reflected in rate

base within a rate proceeding. The inclusion of post test year non-revenue producing

plant in ra te base wi l l  help the Company to beg in recovering  i ts  investment and an

opportunity at earning a reasonable return in a more equitable time frame. If this current

case fol lows an expected course, new rates wil l  go into effect in December 2009 at the

earliest. Based upon the circumstances of this matter in which Staff required at least six

months of actual rates billed within the test year - a new rate case could not be filed until

October of 2010, with rates most likely not effective until January 2012. So the recovery

of and on investments actually made prior to the end of the test year, but not technically

in service, will not produce additional revenues until January 2012, in other words, over 3

% years after the investments were made to serve existing customers.

27

A.

A.
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1 Customer Advances Adjustment.

2

3 Q-

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

Please explain the Customer Advances Adjustment.

This adjustment is made to more accurately and properly reflect the actual circumstances

of the Company for the amount of customer contributed capital available as of the end of

the test-year. At the end of the test-year, UNS Gas had customer advances totaling $11.8

million, and of those advances, $0.6 million had already been "spent" on projects not in

serv ice as  of  the end of  the tes t year. The Company is  proposing that the test-year

reduction to rate base for advances be reduced by the $0.6 mil l ion for the amount of

advances already spent on projects not included in rate base and thus no longer available

to the Company as  zero cost customer contributed capi ta l . Because those speci f ic

prob ects are not reflected in rate base as of the end of the test-year, the Company is being

denied the return on and return of investments it actually has made in plant in service as

of the end of the test year based on a false general assumption that customer advances as

of the end of the test year are directly related to plant in rate base and/or represent zero

cost capital available to the Company. And because (i) those prob eats are not reflected in

rate base and (ii) and the contributed capital for those investments is no longer available

to the Company, the Company's opportunity to earn a reasonable return is reduced by

such treatment.19

20

21 vii. Working Capital.

22

23 Q- What is Working Capital?

24

25

Working Capital is generally viewed as investor funding in excess of the balance of net

utility plant reflected in rate base that is required for the provision of utility service.

26

27

A.

A.

vi .

12



1 Q- What are the items of Working Capital for which the Company requests a return?

2 The components of Working Capital that the Company is requesting be included in rate

3 base are:

4

5

6

(i)

(ii)

(iii)

Materials and Supplies,

Prepayments, and

Cash Working Capital.

7 As more fully explained later in my Direct Testimony, the amounts requested for rate

8 base inclusion for the materials and supplies and prepayments are based on test-year

9

10

recorded balances, adjusted to reflect normal levels. The cash working capital component

was determined by the use of the Lead-Lag Study Methodology, to be covered in-depth

later herein.11

12

13 Q- What is Cash Working Capital?

14

15

16

17

18

19

20

The receipt of customer revenues for the provision of service, and the disbursement of

cash for the payment of the various costs of providing service rarely occur

simultaneously. This is the fundamental consideration underlying the concept of Cash

Working Capital. Cash Working Capital is generally viewed as the component of

working capital that represents the amount of invested cash required to pay day-to-day

operating expenses incurred in rendering service to customers. It may either increase or

decrease rate base. If the computation of Cash Working Capital produces a positive

it is indicative that there is an additional investment for which a return is21 result,

22

23

24

warranted, and thus, the amount is added to rate base. If the computation produces a

negative result, there is an implicit non-investor funding of Cash Working Capital,

requiring a rate base deduction.

25

26

27

A.

A.
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I Q- Please explain the WorkingCapital adjustment.

2

3

4

5

6

The Working Capital adjustment was computed in two pieces. First, as indicated on page

2 of Schedule B-5, the recorded end-of-test-year balances for Materials and Supplies, and

Prepayments are adjusted to reflect the 13-month average monthly balances, in

recognition of the variability in the monthly balances of the accounts. This is consistent

with the treatment of such accounts in prior rate cases.

7

8

9

Second, Working Capital is adjusted for the reflection in rate base of a measure of Cash

Working Capital, developed through the preparation of a comprehensive lead-lag study.

10

11 Q- What is a lead-lag study?

12

13

14

15

16

17

A lead-lag study is a detailed analysis of the dynamic movement of funds throughout the

organization, between the receivable and payable balance sheet accounts and related

revenues and expenses that are reflected in the operating income component of revenue

requirements. The method is generally viewed as the most accurate measure of Cash

Working Capital. The Commission has stated a clear preference for the use of lead-lag

studies in support of requested working capital amounts in rate cases.

18

19

20

21

22

23

24

25

26

The focal point of all 1ead~lag studies is the "point of service." That is the instant in time

at which customers receive service and, coincident therewith, the utility incurs the cost of

providing that service. A lead-lag study measures the average length of time between the

provision of service and the ultimate receipt of payment from the customer ("revenue

lag"). The result is compared with the average length of time between the point at which

the utility incurs a cost of providing that service and the date upon which it makes the

related cash disbursement ("payment lead" if payment precedes the cost benefit, or

"payment lag" if the payment occurs after the cost benefit). Cash Working Capital

27

A.

A.

14



1

2

reflects the effect on costs of service of the difference between the revenue lag and

payment leads or lags.

3

4

5

6

As may be seen on page 3 of Schedule B-5, a lead-lag study computes the Cash Working

Capital associated with each component of cost of service. The revenue lag is constant

for all cost categories. The various major expenses are analyzed separately for purposes

of developing a specific payment lead or lag. Once the applicable expense lead or lag is

known, it is compared with the revenue lag to determine the net lead or lag for that study

category. After dividing the net lead or lag by 365 days to arrive at an annual percentage

factor, the result is multiplied by the corresponding adjusted test-year expense amount to

quantify the Cash Working Capital requirement associated with that cost of service item.

Consistent with past Commission policy, the effect of non-cash expenses such as

depreciation and deferred income taxes are reflected in the study at a zero requirement.

Q- How was the average revenue lag computed?

The revenue lag is comprised of three distinct parts: the service lag, the billing lag, and

the customer payment lag.

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

The service lag is measured from the midpoint of the period of service to the end of the

period, the date upon which meters are read. A key underlying assumption is that service

is taken uniformly throughout the period. With each customer being billed under twelve

monthly billing cycles during the year, the average service lag is computed as 15.21 days

[365 days / (12 X 2)].

25

26

27

The billing lag is typically measured from the meter read date to the date customer bills

are prepared and balances entered into accounts receivable. The billing lag was computed

A.

15



1 based on actual meter read dates and bill mailing schedules used by UNS Gas during the

2 test-year.

3

4

5

6

7

8

9

10

11

The customer payment lag is measured from the point at which the customer bill enters

accounts receivable to the date that either a payment is received or the account is written

off as uncollectible. That lag was determined by computing the average accounts

receivable turnover for six months during the test-year. The accounts receivable turnover

measures the average time during which a balance remains in accounts receivable and is

computed by dividing the sum of the daily ending balances of accounts receivable by the

sum of revenues billed and charged to accounts receivable during the study month.

Q. How were the payment leads and lags computed?

The payment leads and lags were developed based on analyses of actual payment history,

contractual and statutory payment dates, and samples of expenditures.

Q- What was the overall result of the lead-lag study?

The study showed that there was negative cash working capital and a corresponding

decrease was made as a pro forma adjustment to rate base.

12

13

14

15

16

17

18

19

20

21

22

CARES Regulatorv Asset.

Q. Please explain the CARES Regulatory Asset.

23

24

25

26

27

There is no specific adjustment on Schedule B for a CARES regulatory asset, the amount

is within the test year opening balance. In Decision No. 70011, the Commission ordered

that UNS Gas cease the deferral of costs related to the CARES program upon approval of

the new rates established in that Decision. However, the Decision did not address the

recovery of deferred CARES costs already incurred by UNS Gas and not yet recovered.

A.

A.

A.

16



1

2

Prior to the Commission's order to cease deferral accounting, the actual discounts given

to customers and other allowable CARES program costs were deferred. This leaves only

the portion actually recovered in existing rates recognized as an expense. This left the

difference between the amount spent and the amount being recovered on the balance

sheet as a regulatory asset. In that particular case, the deferred CARES cost included in

rate base as a regulatory asset was $107,477 as of Deeember 31, 2005 .

The balance of those deferred CARES program costs (as of the elimination of the

deferred accounting process) is now $492,590, as of June 30, 2008. The Company is

requesting the recovery of these costs incurred for the CARES program, deferred per

Commission Decision No. 59875 (October 31, 1996) and reaffirmed in subsequent

Commission Decisions until Decision No. 70011 ordered the Company to cease the

3

4

5

6

7

8

9

10

11

12

13

14

treatment.

Iv. OPERATING INCOME ADJUSTMENTS.

viii. Griffith Plant Operations.

15

16

17

18

19

20

21

Q. Please explain the Griffith Plant Operation's adjustment.

22

23

24

This adjustment removes the revenues and expenses associated with serving the Griffith

Plant. The Griffith Plant costs are recovered pursuant to a specific contract between UNS

Gas and the owners of Griffith Plant. This special contract was approved by the

Commission in Decision No. 61835 (July 21, 1999). Pursuant to that Decision, the plant,

revenue, and expenses are excluded from rate base and revenue requirements for the

purpose of general retail ratemaking.25

26

27

A.

17



1 Golden Vallev Pipeline Operations.

2

3 Q.

4

Please explain the Golden Valley Pipeline Operation's adjustment.

This adjustment removes the revenues and expenses associated with the GVP. The GVP

costs are recovered pursuant to a specific contract between UNS Gas and the owners of

BMGS. This special  contract was approved by the Commission in Decision No. 70186

(February 27, 2008).  Pursuant to that Decis ion, the plant,  revenue, and expenses are

excluded from rate base and revenue requirements  for the purpose of  genera l  reta i l

ratemaking.

X. Purchased Gas Cost and Gas Cost Revenue.

5

6

7

8

9

10

11

12

13

14

Q. Please explain the Purchased Gas Cost and Gas Revenue adjustment.

This adjustment removes the base cost of gas charged to the customers, PGA rates

charged to the customers and approved surcharges charged to customers during the test-

year. This adjustment has zero impact on operating income as there is no profit

associated with the recovery of purchased gas expenditures.

15

16

17

18

19

20

Negotiated Sales Program Revenues and Gas Cost.

21

22

Q. Please explain the Negotiated Sales Program Adjustment.

23

24

25

26

The Negot i a ted  Sa l es  Prog ram ("NSP" )  a l l ows  the  Company to pa r t i c ipa te  i n  the

competitive bidding process of its transportation customers who are seeking to purchase

gas supplies for their own use in accordance with a transportation tariff The Company,

in accordance with Decis ion No. 59399 (November 28, 1995),  credi ts  the PGA bank

account for 50% of  the sa l es  marg in,  unless  the NSP cus tomer i s  a  transporta t ion

27

A.

A.

A.

ix.

xi.
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1

2

customer who was a bundled sales customer any time during the most recent three-year

period. In that case, the Company credits the PGA bank 100% of the sales margin.

3

4 The test-year income statement reflects revenues received and the gas cost incurred to

serve NSP customers excluding the sales margin recorded into the PGA bank. The

adjustment removes all remaining revenues and purchased gas expense from the sale .of

natural gas to NSP customers. This is necessary because the remaining sales margin is

the portion to be retained by the Company.

Q- Is the Negotiated Sales Program Revenue and Gas Cost adjustment consistent with

the last UNS Gas rate case, Docket No. G-04204A-06-0463?

Yes. The adjustment was prepared and calculated in the same manner as was approved

by the Commission in the last UNS Gas Rate Order.

xii. Pavroll Expense.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Q- Please explain the Payroll Expense adjustment.

21

22

The Payroll Expense adjustment is intended to reflect in operating expenses an

annualized level of salaries and wages based on current rates of pay and the number of

employees on the UNS Gas payroll at the end of the test-year. That annualized level is

then adjusted for the known pay rate increase that will go into effect January l, 2009 and

the estimated pay rate increase that will go into effect January 1, 2010. The pay rate

increase as of January l, 2010, will be known prior to the close of the record in this

proceeding and prior to rates going into effect based on a decision in this proceeding. If

necessary, the rate can be updated if it varies significantly from the estimate.

23

24

25

26

27

A.

A.
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c

1 Q-

2

3

4

5

6

7

Is the Payroll Expense adjustment consistent with the last UNS Gas rate case, Docket

No. G-04204A-06-0463?

Yes, The adjustment was prepared and calculated in the same maier as was approved

by the Commission in the last UNS Gas rate order with the exception of the request for

the 2010 pay rate increase. However, that treatment is consistent with the treatment

approved in the last two Southwest Gas rate filings, (Decision Nos. 64172 (October 30,

2001) and 68487 (February 23, 2006)) , UNS Electr ic 's last  rate fi l ing (Decision No.

70360 (May 27, 2008) and the sett lement agreement in the current Tucson Electr ic

Powers Company's rate filing.

xiii. Payroll Tax Expense.

Q- Please explain the Payroll Tax Expense adjustment.

The Payroll Tax Expense adjustment was computed in a manner similar to, and consistent

with, the payroll adjustment. An annualized level of payroll taxes was computed using

current payroll tax rates, the same end-of-test-year employee levels and current salary

rates that were used in the payroll adjustment.

8

9

10

11

12

13

14

15

16

17

18

19

2 0

21

Q.

22

Is the Payroll Tax Expense adjustment consistent with the last UNS Gas rate case,

Docket No. G-04204A-06-0463?

Yes. The adjustment was prepared and calculated in the same manner as was approved

by the Commission in the last UNS Gas Rate Order.

23

24

25

26

27
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A.

A.
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1 xiv. Pension and Benefits.

2

3 Q- Please explain the Pension and Benefits adjustment.

4 The Pension and Benefits adjustment is intended to reflect in operating expenses a level

end-of-test-year work force, current

6

of pension and benefits expense reflecting the

pension and benefit costs, and a nonna level of business activity. The employee benefits

7

8

covered by this adjustment include pensions, the Company's share of contributions to the

employees' 401(k) plan, and current medical costs.

9

10 Q. Is the Pension and Benefits adjustment consistent with the last UNS Gas rate case,

Docket No. G-04204A-06-0463?11

12 Yes. The adjustment was prepared and calculated in the same manner as was approved

13 by the Commission in the last UNS Gas Rate Order.

14

15 xv. Incentive Compensation.

16

17 Q, Please explain the Incentive Compensation adjustment.

18

19

20

21

22

23

24

25

26

27

Incentive compensation is an integral part of the Company's compensation and benefits

program. The Company's incentive compensation program is calculated on specific

corporate performance, and is designed to award non-union employees for their

contributions to the Company. The goals evaluate many facets of the organization,

including several customer or core goals, an operational cost containment goal, and a

financial performance goal, all of which ultimately benefit UNS Gas' customers. The

customer or core goals include measurements of system reliability, customer response

time, and safety. The goals of financial performance and operational cost containment

ensure employees are focused on the bottom line and encourage employees to manage

costs that they can control by gaining efficiencies or by realizing synergies.

5.

A..

A.

A.

21



1

2

3

4

5

6

7

These Company wide goals are pushed down to the individual non-bargaining employee

level and put into individual performance plans that provide measurable incentives for

employees and put a portion of their individual pay at-risk. The amount of dollars

available is determined based on Company wide results, but individual payments are

determined based on individual accomplishments, thus those that perfonn at the highest

levels can be rewarded accordingly. Payments are made to employees either late in the

first quarter or early in the second quarter of the following year.

8

9

10

11

12

The adjustment is calculated by taking the average of the incentive compensation expense

for the past three years and adjusting the amount reflected in test-year operating expenses

to that level. Since the incentive compensation payments are subject to payroll taxes, a

portion of the adjustment reflects the incremental effect of payroll taxes thereon.

13

14 Q- Does this cash based incentive compensation program result employee salaries

15

16

17

and wages in excessive of market?

No. When combined with the employees' base salaries, the total cash compensation is

actually below the median of market, based on the most recent benchmark studies.

18

19 Q- Is the Incentive Compensation adjustment consistent with the last UNS Gas rate case,

Docket No. G-04204A-06-0463?20

21 Yes. The adjustment was prepared and calculated in a similar manner as was "partially"

22 approved by the Commission in the last UNS Gas Rate Order.

23

24 Q- What do you mean by "partially" approved in the last Rate Order?

25

26

The cash-based short-term incentive plan expense that was approved in the last rate case

was 50% of the pro forma expense amount proposed by the Company. The Commission

27

A.

A.

A.

22
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1

2

ruled that the program benefited shareholders and customers equally and therefore the

expense should be shared equally.

3

4 Q-

5

6

7

8

9

Do you agree with the Commission's prior decision to reduce the cash based

incentive plan of UNS Gas by 50%?

No, I do not. The Commission did not rule that the costs themselves or the program were

imprudent or that they did not benefit the customers of UNS Gas. If the Commission

finds that the costs are prudent and that the program benefits customers, it should allow

full recovery of the cost based on the adj vestment proposed by the Company.

10

11 xvi. Rate CaseExpense.

12

13 Q-

14

15

16

17

18

19

20

21

Please explain the Rate Case Expense adjustment.

The Rate Case Expense adjustment addresses the outside costs already incurred, and

expected to be incurred, in connection with this rate case. This amount is an estimate of

the anticipated final cost and will be updated before this proceeding concludes. The

adjustment amortizes the balance to expense over three years. This is the approximate

time period between when UNS Gas filed this rate case and when the next rate case will

likely occur. The adjustment also reflects the collection of the anticipated remaining

balance of rate case expense allowed to be recovered in Decision No. 70011. That

remaining balance will also be amortized over the anticipated life of rates in this case.

22

23 xvii. Bad Debt Expense.

24

25 Q- Please explain the Bad Debt Expense adjustment.

26 Bad Debt Expense is adjusted to a level reflective of final, pro forma weather-

27 normalized, customebannualized test-year operating revenues, and the average

A.

A.

A.

23



1

2

percentage of actual account write-offs experienced during the past three years. This

method of calculating had debt expense is consistent with past Commission accepted

3 practice.

4

5 Q- Is the Bad Debt Expense adjustment consistent with the last UNS Gas rate case,

Docket No. G-04204A-06-0463?6

7 Yes. The adjustment was prepared and calculated in the same manner as was approved

8 by the Commission in the last UNS Gas Rate Order.

9

10 xviii. Miscellaneous Expenses.

11

12 Q-

13

14

15

16

17

Please explain the Miscellaneous Expense adjustment.

This adjustment removes test-year expenses that should not be included in revenue

requirements because they are for out-of-period activity, not reflective of test-yea

activity and/or should not be recovered from customers. Also included in this adjustment

is an increase to test year postage expense to reflect the postage rate increase that went

into effect May 12'*', 2008.

18

19 xix. Normalize Outside Legal Expense.

20

21 Q-

22

23

24

25

26

27

Please explain the adjustment to Normalize Outside Legal Expense.

This adjustment is being made to reflect a three-year average of outside legal costs.

Legal costs by their nature are for primarily "individual" non-recurring activities. In this

case, the test year activity is actually fairly reflective of a normal and recurring level,

prior to adjustment, but the test year contained $310,000 in outside legal costs related to

the last UNS Gas rate case filing that were disallowed recovery of and thus written off

within the test year. Once that adjustment is made the test year level is only $84,000,

A.

A.

A.

24



1

2

3

4

5

which is not reflective of normal and recurring levels. In 2005, 2006 and 2007 the

Company spent $488,000, $439,000 and $242,000 respectively, on outside legal costs,

excluding UNS Gas rate case activity. That results in a three-year average of $390,000

which is reflective of nonna and reruning levels and is consistent with expected

spending levels.

Q. Is the Normalization of Outside Legal Expenses adjustment consistent with the last

UNS Gas rate case, Docket No. G-04204A-06-0463?

Yes. The adjustment was prepared and calculated in the same manner as was approved

by the Commission in the last UNS Gas Rate Order.

xx. CARES Expense.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- Please explain the CARES Expense adjustment.

The CARES Expense adjustment is necessary to remove the activity in the test-year

based on the prior deferred accounting treatment. As I discussed earlier, the deferred

accounting treatment ceased as of December 1, 2007, along with the implementation of

the rates, pursuant to Commission Decision No. 70011. The proper revenue levels for

CARES activity are adjusted through the Rate Case Revenue Annualization adjustment,

sponsored by Company witness, D. Bentley Erdwurm. To reflect the impact of that event

in this rate filing, it is also necessary to remove the test-year CARES amortization

expense. By doing these things, the test-year is adjusted to reflect the currently approved

CARES accounting treatment to insure that revenue requirements do not include the

recovery of discounts to CARES customers as an expense and test-year revenues properly

reflect the actual billings to customers net of the CARES discounts.

27

A.

A.

25



1

2

3

4

However, it is necessary to add back to test-year expenses an amount reflective of normal

and recurring advertising expenses associated with the program. In the past, these

expenses were deferred as incurred and only passed through the income statement based

on the recovery rate approved in rates charged to customers. Since that is no longer the

5 method of recovery or accounting, it is proper to reflect it in test-year adjusted expenses.

6

7 xxi. CARES Regulatorv Asset Amortization.

8

9 Q. Please explain the CARES Regulatory Asset Amortization adjustment.

10

11

12

13

The CARES Regulatory Asset Amortization adjustment is necessary to allow the

Company to recover costs incurred prior to the change in accounting treatment for the

CARES program. The Company is requesting recovery of the deferred costs over the life

of the rates to be set in this proceeding, and estimated to be three years.

14

15 xxii. Y2K Amortization.

16

17 Q- Please explain the Y2K Amortization adjustment.

18

19

20

The Y2K Amortization adjustment is to remove the test-year amortization expense for

recovery of Y2K costs that will be fully recovered by the time rates set in this proceeding

go into effect.

21

22 xxiii. Demand-Side Management ("DSM") Revenue & Expense.

23

24 Q- Please explain the DSM Revenue & Expense adjustment.

25 This adjustment excludes from test year revenue and expenses doe activity directly related

26 to  the  DSM adjustor  mechanism approved  in Commission Decision No.  70011

27 (November 27, 2007).

A.

A.

A.

26



I v. SUMMARY OF SCHEDULES.

2

3

4

5

i. A Schedules.

Q- Have you described Schedule A-1 earlier in your Direct Testimony?

Yes. Again, Schedule A-1 is a summary of the increase in revenue requirement that UNS

Gas is seeking as a rate increase in this case.

I

Q- Please describe the information contained in Schedule A-2.

Schedule A-2 presents a summary of the results of operations for the test-year and two

prior calendar years, compared with the projected year. Lines 1-16 of Schedule A-2 set

forth the summary of operations for the years ending December 31, 2006 and December

31, 2007, and the test-year ending June 30, 2008. Schedule A-2 also presents projected

results of operations for the year ending June 30, 2009 under the headings "present rates"

and "proposed rates".

6

7

8

9

1 0

1 1

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

Q- Please describe the information contained in Schedule A-5.

Schedule A-5 presents statements of changes in financial  position for the years ending

December 31, 2006 and December 31, 2007, the test-year ending June 30, 2008 and the

projected year ending June 30, 2009.

22 B Schedules.

23

24 Q-

A.

Please describe the information contained in Schedule B-1.

25

26

27

This schedule summarizes the elements of UNS Gas' rate base on both a net recorded

original cost and RCND basis as of June 30, 2008, along with the pro forma adjustments

to rate base. Rate base is comprised of net uti l i ty plant, certain regulatory assets, and

A.

A.

A.

ii.

27



1 working capital, with deductions from rate base for ADIT, customer advances for

construction and customer deposits.2

3

4 Q- What is shown on Schedules B-2, B-3and B-4?

5 Schedule B-2 shows the pro forma adjustments to the original cost rate base. The
1 7

6

7

8

information presented includes the actual per-books balances at the end of the test-year,

pro folia adjustments, and the adjusted balances. Schedule B-3 provides the same detail

by functional account classifications as shown in Schedule B-2, except that it is shown on

an RCND basis. Schedule B-4 shows the plant in service accounts on an RCN and9

10 RCND basis.

11

12 Q- Please explain Schedule B-5.

13

14

This schedule summarizes the various elements of working capital that the Company is

requesting for inclusion in rate base in this rate case.

15

16 Q- Why are the original costs and RCND costs of working capital the same in Schedule

B-5?17

18 They are the same because the original costs are at current prices or have been adjusted to

current prices, meaning they have not been significantly affected by inflationary factors.19

20

21 iii. C Schedules.

22

23 Q. Please describe the Company's "C" Schedules in its filing.

24

25

Schedules C-1 through C-3 present the development of the net operating income

component of revenue requirements submitted for Commission consideration in this rate

case filing. .26

27

A.

A.

A.

A.
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1 Q. Please explain Schedule C-1.

2

3

4

Schedule C-1 shows the actual Income Statement for the twelve months ending June 30,

2008, the test-year in this case. It also summarizes the effect of the proposed pro forma

adjustments to recorded operating revenues and expenses, and the resulting adjusted net

5 operating income.

6

7 Q- What is the purpose of Schedule C-2?

8

9

10

Schedule C-2 presents the detai led pro forma adjustments that ref lect the ful l  annual

impact of operating changes, annualizations, normalizations, and other adjustments made

to revenues and expenses.

11

12 Q- What is the purpose of Schedule C-3?

13 Schedule C-3 contains the development of the Gross Revenue Conversion Factor. That

14

15

16

factor is used to convert the computed test-year return deficiency to an equivalent annual

revenue increase amount. It effectively recognizes that there will be additional bad debt

expense and income taxes associated with any adj vestment to annual revenue levels.

17

18 Q- Does this conclude your Direct Testimony?

19 Yes, it does.

20

21

22

23

24

25

26

27

A.

A.

A.

A.
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1 1. INTRODUCTION.

2

3 Q- Please state your name and address.

4

5

My name is Dallas Dukes. My business address is One South Church Avenue, Tucson,

Arizona.

6

7 Q- Did you tile Direct Testimony in this proceeding?

8 A. Yes

9

10 Q- On whose behalf are you filing your Rebuttal Testimony in this proceeding?

11 My Rebuttal Testimony is filed on behalf of UNS Gas, Inc.

12

13 Q- Which Commission Staff and/or Intervener testimony do you address in your Rebuttal

14

15

16

17

18

19

20

21

22

23

Testimony?

I address certain adjustments that Staff Witness Dr. Thomas H. Fish ("Dr. Fish")

recommends in his Direct Testimony. I also address several adjustments that Residential

Utility Consumer Office ("RUCO") witness Mr. Ralph C. Smith ("Mr. Smith") proposes in

his Direct Testimony. While I agree with some of their adjustments, a significant number

of adjustments made by Staff and RUCO are inappropriate and other adjustments are not

supported by the evidence in this case. In this testimony, I explain why the Commission

should reject these Staff and RUCO adjustments as they would not result in just and

reasonable rates. I further explain why UNS Gas' revenue requirements, expenses, and

adjustments are reasonable based on the evidence presented in this matter.

24

25

26

27

A.

A.

A.

1



I

1 Q. Have you revised any of the adjustments that you sponsored in your Direct

2

3

4

Testimony?

Yes, I have. I have made the following changes to the following adjustments that

originally appeared in my Direct Testimony:

5

6

7

8

9

10

11

12

13

14

This adjustment to rate base is revised from $97,967 to $2,183,948 to

reflect the correct purchased gas payment lag for the primary purchased gas vendor of UNS

Gas and to reflect other pro forma adjustments. As a result of Staffs analysis, it came to

light that UNS Gas was paying its primary purchased gas vendor twice a month because of

credit limitations as opposed to its previous practice of only once a month. The Company

revised its lead lag study to reflect that fact. Because of this change in payment terms for

such a material portion of the Company's operating cost, the Company is actually paying

vendors in advance of receiving the funds from its customers. This results in a positive

working capital adjustment as opposed to the essentially neutral balance originally filed by

the Company.

Working Capital:

Rate Case Expense: This adjustment to operating expenses is revised from $200,000 to

$141 ,667. The revised adjustment now matches Staff" s proposed adjustment.

15

16

17

18

19

20

21

22

Fleet Fuel Expense:

23

24

This adjustment to operating expense is revised from $0.00 to

$(5l,258) to reflect a three year average for Fleet Fuel Expense. This adjustment is

necessary to normalize the test year level of expense using fixed, known and measurable

information. The test year reflected and average cost of about $3.35 per gallon and the

three year average is $3.06 per gallon which is more representative of current prices being

incurred by UNS Gas and the expected cost to be incurred over the life of the rates

established in this case.

25

26

27

A.

2
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1

2

Income Taxes: This adjustment to operating expense is revised from $(824,391) to

$(808,257) to reflect the other pro Ronna adjustments.

3

4

5

Other than those adjustments (and the flow through impacts of those revisions), I reiterate

the adjustments in my Direct Testimony.

6

7

8

9 adj ustments .

Attached to my Rebuttal Testimony is Exhibit DJD-1, which is a spreadsheet that sets forth

a comparison of the positions of the parties on the Revenue Requirement and their related

The spreadsheet also on itsidentifies the Company's revised position

10 proposed adjustments.

11

12 Q-

A.

How do those revisions affect the Revenue Requirement?

13

14

15

16

Given these revised adjustments, our revenue requirement could increase as much as

$145,766 on an original cost basis above the amount requested in the Application.

However, as indicated in Exhibit DJD-1, the Company is not requesting a revenue

requirement higher than proposed in its Application.

17

18 11. REBUTTAL TO RATE BASE ADJUSTMENTS.

19

20 A. Post Test Year Non Revenue Plant in Service.

21

22 Q- Do any of the parties disagree with the Company's inclusion of Post Test Year Non

Revenue Plant in Service within rate base?23

24 Yes. Both Staff's witness, Dr. Fish, and RUCO's witness, Mr. Smith, objected to

25 including Post Test Year Plant in rate base.

26

27

A.

3



1 Q. What is the basis for Dr. Fish and Mr. Smith's removal of the Company's Post Test

2 Year Non Revenue Plant in Service adjustment?

3

4

5

6

7

8

Both Dr. Fish and Mr. Smith assert that the investment in the Post Test Year Plant must

have been made to improve the system, thus reducing operating expenses. Mr. Smith also

argues that the plant will be used to serve additional customers. Mr. Smith further asserts

that the inclusion of Construction Work in Progress ("CWIP") requires compelling reasons

to stray from Commission's normal practice of excluding CWIP. However, UNS Gas has

not proposed including CWIP, so Mr. Smith's comments on CWIP are not relevant.

9

10 Q- Do you agree with Dr. Fish or Mr. Smith's adjustments that remove the Company's

Post Test Year Non Revenue Plant in Service from rate base?11

12 A.

13

14

15

16

17

18

No. UNS Gas is requesting the inclusion in rate base of investments made as of the end of

the test year in transportation equipment, general plant, replacement of services, and

replacement of mains and relocation of facilities as that plant is now in service. Further,

the purpose of these investments is to serve existing customers and these investments are

made regardless of any additional customers ever being added to the system. And previous

Commission decisions have included non-revenue producing post-test year plant in rate

base, including Decision Nos. 65350, 66849, 67279, 68176 and 68864.

19

20

21

22

23

24

25

26

27

In the prior UNS Gas  ra te  case ,  (Deci s ion No.  70011  (November 27 ,  2007)) ,  the

Commission rejected UNS Gas' request for post-test year plant, noting that we made no

attempt to segregate revenue-producing plant from non-revenue producing plant. In this

case, we directly responded to this concern by limiting our request for post-test year plant

to non-revenue producing plant. However, Staff and RUCO now both imply that because

any investment in plant would result in reduced expenses, without citing any empirical

evidence to support that assertion, any investment in plant simply cannot be considered

"non-revenue producing." Under their analysis, non revenue producing Post Test Year

A.

4



Q

4

1

2

Plant would never be included in rate base, which is simply inconsistent with prior

Commission decisions. Staff and RUCO provide no data or analysis to support their

3 speculative allegations of reduced expenses.

4

5 Q- How did UNS Gas determine which plant was revenue-neutral?

6

7

8

The Plant accounting group and operational personnel of UNS Gas reviewed the projects

and identified investments that had been made in projects that would not produce

additional revenue and that would have been invested in regardless of customer growth.

9

10 Q. What plant is included in the Company's proposed Post Test Year Plant?

11 A.

12

For example, we included communication equipment, vehicles, tools, power equipment

and natural gas detector equipment, which are all necessary to serve the existing customer

13 base. We also include service and main replacements to ensure safe and reliable service to

14 our existing customers.

15

16 Q- When did the Company make the investments in these projects?

17 A.

18

19

The Company completed its investments in these projects before the end of the test year.

The projects were simply not in service by the end of the test year - but they are, or will

be, in service when rates resulting from this proceeding become effective.

20

21 B. Customer Advances.

22

23 Q. What is the basis for Dr. Fish and Mr. Smith's removal of the Company's Customer

24 Advances adjustment?

25

26

27

Their primary arguments for exclusion of the Company's adjustment is that Customer

Advances are non-investor supplied capital and that is the required treatment based on the

sample schedule B-1, Commission rule A.A.C R 14-2-103 .

A.

A.

5
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1

2

3

4

Q. Do you agree with Mr. Smith's statement that customer advances are non-investor

supplied capital?

5

Yes. That is exactly why they should be deducted from rate base at some point - so that

the Company does not earn a return on investments it does not make. In other words,

advances should neither increase nor decrease rate base - the net impact should be zero.

However, Staff and RUCO recognize the advances (the deduction from rate base) much

earlier than the addition to plant in service (the addition to rate base). It is this mismatch

that I disagree with. Under Staff's and RUCO's approach, because the advances are

recognized too soon, and the result is that pre-existing rate base is reduced by the amount

of the advance. Thus, Staffs and RUCO's rate bases doe not accurately reflect UNS

Gas' level of investment.

6

7

8

9

1 0

11

1 2

13

1 4

1 5

1 6

Q. Can you provide an example?

17

1 8

1 9

2 0

21

2 2

23

2 4

2 5

2 6

27

Yes. Assume a utility has a rate base of $100,000,000 at a point in time ("Day One").

On Day Two, the utility receives an advance of $10,000,000 for new plant for a new

development. One year later (i.e., on Day 367), the utility spends the full amount of the

advance on the new plant. The new plant facilities are then placed into service following

another year (i.e., on Day 732). The utility adds no other plant between Day One and

Day 732. Under Staff' s and RUCO's approaches, at Day One, the utility's rate base is

$l00,000,000. On Day Two, the utility's rate base drops to $90,000,000 - even though

the utility's investment in rate base has not changed. Ten million dollars in existing rate

base is just wiped out. This $10,000,000 reduction to pre-existing investment remains in

place Lentil the plant funded by the advances is placed into service on Day 732. At that

point, the utility's rate base finally goes back to $100,000,000 - where it should have

been all along.

A.

A.
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1 Q. In your example, wouldn't the Company have the use of the $10,000,000 from Day 2

2

3 A.

4

5

6

7

8

9

10

through Day 367 as non-investor capital?

Yes. And during that period it would be appropriate to recognize the portion to the

advance not used as "zero" cost capital or even as a reduction in rate base to assure that

the non investor supplied capital is being properly recognized. But the Company is

requesting differing and fair treatment for the period between Day 367 and Day 732. A

test year established in that period is where the mismatch takes place. The advance is

already spent, so there is "NO" zero cost capital and the new facility is not in rate base.

That is when the Utility is only getting rate base treatment for $90,000,000 when it

should properly be getting rate base treatment for $100,000,000.

11

12 Q- Can't the Company avoid this problem by selecting a different test year?

13 A.

14

15

16

17

No . In the simplified example above, the utility could avoid the problem only by

selecting a test year ending after Day 732. But in reality, UNS Gas is constantly

receiving advances, investing those advances in specific projects, and adding related

plant. In other words, the receipt of advances is not a one-time event - it is a constant

flow. Thus, there is no test year that UNS Gas could select that would avoid this

18 problem .

19

20

21

22

Moreover, any suggestion that UNS Gas could avoid the problem by selecting its test

year ignores the fact that Staff rejected UNS Gas' originally proposed test year and then

allowed UNS Gas to use the current test year instead.

23

24 Q . Is there support in Commission decisions for the Company's approach?

25

26

27

Yes. In Decision No. 69914 (Sept. 27, 2008)(at page 29, lines 7-13), the Commission

allowed Arizona-American Water Company similar treatment for contributions

associated with hook-up fees pertaining to a specific surface water treatment plant.

A.
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1

c. Cash Working Capital.1

2

3

4

Q- Did any of the parties propose changes to the Company's cash worldng capital

calculation?

Yes. Dr. Fish reduced cash working capital based on his review of certain payment lags.

He identified certain purchased gas payment lags for an individual vendor that were

approximately half the payment cycle time of the other payments made by that vendor. Dr.

Fish assumed these shorter payment lags were an anomaly and he adjusted the payment

lags associated with those particular certain purchased gas payments to reflect a payment

period of 35 days. Staff believed - incorrectly - that the 35 day pay period is more

reflective of expected pay cycles based on historical payment patterns.

Q. Was Dr. Fish correct in his assumption?

No. The payment lag is actually much shorter then the 35 days used by Staff. In fact, the

payments made to that vendor early in the test year were not reflective of payment terms

later in the test year or of the current payment terms. The Company's payment terms were

altered during the test year because of credit limitations. The vendor now requires the

Company to make payments twice a month and those payment requirements continue

today and for the foreseeable future. Therefore, Dr. Fish's adjustment to payment lags is

factually incorrect and should not be adopted.

Q. Have you revised your Cash Working Capital adjustment?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A.

25

26

27

Yes. In the Company's original filing, the new payment terms were only partially

reflected in the Company's lead lag study. The changed payment schedule remains in

place and is therefore a "known and measurable" change. Thus the Company is making an

alternative adjustment in its rebuttal filing to fully reflect all purchased gas payments to

that vendor with the proper payment lags.

A.

A.

8



l

r

D. Reconstruction Cost New Depreciated ("RCND").l

2

3

4

5

6

7

8

9

10

Q. Do you have any comments on the RCND study discussions by Staff and RUCO?

Staff recommends the use of the Company's RCND study as submitted. Dr. Fish

incorrectly implies in his Direct Testimony (at page 13, lines 1-11) that the Company took

an extremely conservative approach in deriving its RCND study in the last rate case to keep

the value of the RCND down. In fact, if the present RCND study was done in this case

consistent with the prior case, the Company would have presented an RCND value of

approximately $16 million greater than the one tiled in my Direct Testimony. Therefore,

the Company took a more conservative approach in this filing when compared to the

previous filing.

RUCO did not object to the Company's RCND study, but did object to the Company's

RCND value calculated for the adjustment "Post Test Year Non Revenue Plant in Service".

The Company agrees with RUCO on that point and has revised its RCND calculation to

reflect it.

III. REBUTTAL T() OPERATING INCOME ADJUSTMENTS.

A. Payroll and Payroll Tax Expense.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q. Did Staff or RUC() object to the Company's payroll adjustments?

25

Staff did not object to the Company's payroll adjustments in daeir Direct Testimony.

RUCO proposed the exclusion of a portion of the Compa.nyls payroll adjustment. Mr.

Smith (at page 56) took exception to the Company increasing test year annualized payroll

tor the wage increase that will take effect January 2010.26

27

A.

A.

9



1 Q. What are Mr. Smith's reasons for excluding the January 2010 increase from the

adjustment?2

3

4

A. Mr. Smith believes that the increase is too far from the end of the test year and not known

at this time. He essentially is making the same argument that RUCO witnesses made in

each of the last three Southwest Gas filings that were ultimately rejected by the

Commission.

Q- Do you agree with Mr. Smith's rationale?

No. The rates in this case are not likely to go into effect until January of 2010 at the

earliest and will be in effect for the 2010 calendar year. The increase is being applied to

employee levels as of the end of test year and therefore is not creating any mismatch of

revenue and expenses. At this time we know the increases attributable to the portion of the

workforce that are classified and have contracts in place. As for the unclassified

employees, the increase will be known prior to rates going into effect and support of the

approved increase can be provided prior to the close of the record.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

Q- Has such requested treatment been approved by this Commission?

20

21

22

23

24

25

26

27

Yes. For example, this treatment is consistent with the last UNS Electric rate case,

Decision No. 70360 (May 27, 2008), and the most recent Southwest Gas Rate Case,

Decision No. 70665 (December 24, 2008).

A.

A.

10



1 B. Incentive Compensation Expense.

2

3

4

1. Performance Enhancement Program ("PEP").

Q. Did Staff or RUCO reduce the pro forma PEP cost contained within the Company's

requested revenue requirements?

Yes. Both Dr. Fish and Mr. Smith proposed that the pro forma level of PEP expense be

reduced by half on the basis that the program benefits both shareholders and customers and

thus should be shared equally.

analysis as a tool for what

percentage of recovery to be afforded to the Company. That same type of analysis could

be applied to any number of expense items. For example, payroll expense for operation

personnel - the customers clearly benefit from employees operating and maintaining the

system to provide safe reliable service - but the shareholders benefit as well as employees

keep the system operational so the business can generate sales and make a profit for the

owners. Should the payroll cost of operational employees be proportioned based on who

benefits?

The Company strongly disagrees with the "who benefits"

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

The decis ion to al low recovery should be based on whether the costs are prudently

incurred, reasonable and if the costs are incurred to provide reliable service to customers.

If those criteria are all met, then the cost should be fully recoverable, not partially. Neither

Staff nor RUCO contend that the overall compensation, including the PEP is unreasonable

or imprudent. To allow only partial recovery based on proportion of benefit only assures a

much greater possibil ity that the income generated by the Company wil l  not yield the

return it is authorized to ham.

A.

11



1 Q-

2

3

4

5

6

7

8

9

Are Staff and RUCO's adjustments consistent with prior Commission orders?

Yes and no. The Commission's position on the recovery of incentive compensation

program cost has varied, somewhat inconsistently, based on the nature of the incentive

compensation. UNS Gas' incentive compensation is a cash-based incentive program

available to all non-union employees. The Commission allowed full recovery of a similar

program for Arizona Public Service Company ("APS") in Decision No. 69663 (June 28,

2007). However, I acknowledge that the Commission previously allowed only 50%

recovery of the PEP in the last UNS Gas and UNS Electric rate cases, relying primarily on

how it treated the Southwest Gas Management Incentive Program in the Southwest Gas

10 UNS Gas continues to believe that given the nature of its PEP, it should be

11

rate cases.

allowed full recovery of the PEP expense.

12

13 Q. Does the Commission's position in the recent APS rate case support your position?

14 Yes. The Commission provided for full recovery of APS' Cash-based Incentive

15 Compensation plan expenses in Decision No. 69663 (page 37) stating:

16

17

18

19

20

21

22

23

24

APS' variable incentive program is an "at risk" pay program where
a part of an employee's annual cash compensation is put at risk and
expectations are established for the employee at the start of the
year. If certain performance results are achieved, a predictable
award will be earned based upon objective criteria. The actual
amount of the award depends upon the achieved results. The intent
of the plan is to: link pay with business performance and personal
contributions to results, motivate participants to achieve higher
levels of performance, communicate and focus on critical success
measures, reinforce desired business behaviors, as well as results,
and to reinforce an employee ownership culture. (APS Exhibit No.
51, Gordon Rebuttal, p. 8) Staff did not oppose inclusion of the TY
variable incentive expense in cost of service, noting that although
corporate earnings serve as a threshold or precondition to the
payout, the TY level of expense is tied primarily to performance
measures that directly benefit APS customers. (Staff Exhibit No.
43, Dittrner Direct, p. l 10)

25

26

27

A.

A.

12



1 Q- Can you provide more detail as to why you disagree with Staff and RUCO?

2 A. Certainly. The evidence discuss below shows that UNS Gas' total employeeI

3

4

5

6

compensation including the PEP program is reasonable and to deny recovery is to ensure

that UNS Gas will not have a reasonable opportunity to recover its operating cost. Again,

neither Staff nor RUCO assert that the total employee compensation including PEP is

unreasonable. In effect, UNS Gas is being penalized simply for its compensation structure.

7

8

9

10

11

12

I believe the PEP program costs are actually a net savings to customers. I also believe the

program provides a valuable management tool to promote increased earnings, to promote

additional cost savings, to motivate individual employees, to encourage groups of

employees to work together to impact specific goals, and to aid in the retention of the

higher-performing employees. All of these are ultimately benefits passed on to customers.

13

14

15

16

17

18

The goals or targets of the current PEP program are also heavily weighted toward providing

benefits to customers. The program uses operational cost containment, customer service

goals and financial performance measures in setting the PEP level. The benefits of the

current program goals and objectives merit full recovery of the expense as it provides

benefits to the customers and doesn't provide for unreasonable salary and wage expense.

19

20

21

22

23

24

25

No party disputes that the PEP program actually reduces the ultimate cost passed on to

customers in the form of reduced payroll and benefits cost. It is counter-intuitive to

penalize the Company for having an employee compensation program that reduces the

ultimate costs passed on to the customers, that promotes increased safety, increased

customer service, the reduction of operating costs and increases the financial soundness of

the Company and does not result in unreasonable or imprudent employee compensation

26 levels.

27

13



1

2

3

4

5

6

Similar to the APS Plan, the PEP rewards certain performance if the desired results, which

are based on objective criteria, are achieved. The actual amount of the award depends upon

the achieved results. The intent of the plan is to: link pay with business performance and

personal contributions to results, motivate participants to achieve higher levels of

performance, communicate and focus on critical success measures, reinforce desired

business behaviors, as well as results, and to reinforce an employee ownership culture.

7

8 Q- Please further explain the PEP and some of the benefits to customers, the Company

9 and to employees.

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

A more accurate description of that program would be "a portion of an individual's fair and

reasonable compensation put "at risk" to encourage and enhance group and individual

performance". The at-risk compensation portion is used on an individual basis to reward

specific performance and provides management with an additional tool to encourage

further cost savings, motivate individuals and to encourage employees to impact goals.

If the PEP program is eliminated, there would be considerable increased pressure on base

compensation. Employee base compensation would eventually have to be increased toward

market to allow the Company to compete in attracting and retaining a sldlled workforce. It

is not reasonable to assume that the Company would be able to continue to attract

employees at compensation rates well below the market median, without the PEP. So,

Staff's recommendation will drive base compensation upward so that little to no

compensation is variable or at risk. If that result came to fruition, then UNS Gas

employees would not be as incentivized to meet performance based criteria that directly

benefit UNS Gas customers.23

24

25 Q- Are there advantages to the PEP versus just paying base compensation?

26

27

From the Company's and the customers' perspectives, there are many advantages to using a

program like PEP, rather than just paying median market wages as non-variable base

A.

14



1

2

3

4

5

6

7

8

9

10

compensation. The most d irect sav ings result because PEP is  not part of  base

compensation, therefore employee costs such as vacation pay, sick pay, long term

disability, 401K matching, pension expense and other post-retirement benefits that are

based on base pay are all reduced. The impact of reduced compounding wage increases

that would be based on a higher base pay total is another benefit. Additionally, the benefits

produced from the specific goals are tied to a portion of the employees' compensation,

which allows management to have greater flexibility to distinguish and reward high-

performers, to attract and retain more talented employees, and to mitigate the costs of

training new employees by retaining key ones. Neither Staff nor RUCO dispute these facts

and that the PEP brings added flexibility at reasonable cost.

11

12

13

14

15

16

17

18

19

20

21

22

23

From the employee perspective, the proper mix of base wages and incentive pay has

benefits. Individual employees are rewarded for contributing to the overall success of the

organization and are allowed to directly participate in corporate success with a clear line of

sight to goals. Employees can be acknowledged and rewarded for making a difference by

exhibiting extra effort, worldng more hours on the job (for professionals not eligible for

overtime pay), or supporting the program goals. Also, payment to individual non-union

employees is discretionary, so talented and high-contributing employees can earn more

through the program, which can be a motivating factor and can also lead to higher retention

rates for more talented employees. Rather than being an over-inflated program, the PEP

provides direct benefit to UNS Gas customers economically. Neither Staff, nor RUCO for

that matter, have presented any evidence to demonstrate that the compensation and benefit

packages of the UNS Gas employees (including incentive compensation) are not prudent or

reasonable.24

25

26

27
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1 Q-

2

3

4

5

6

7

8

Mr. Smith also refers to the Commission's treatment of Southwest Gas' Management

Incentive Program to support its position. Is UNS Gas's PEP the same as Southwest

Gas' Management Incentive Program ("MIP")?

No. Southwest Gas' MIP program appears limited to management personnel. UNS

Electric's PEP is for all non-union employees. Further, Southwest Gas' MIP appears

specifically related to return on equity targets and customer to employee ratios. The

Company's PEP is based on broader and more wide-ranging factors, of which financial

performance is only a part of the consideration.

9

10 Q. You mention the PEP is for all non-unions employees. Why are union employees not

l l eligible for PEP compensation?

12 A.

13

14

The union employees wage rates are collectively bargained and up to this time the union

members have not been receptive to putting any portion of an individual's pay at-risk

and/or allowing equivalent grade employees to earn differing pay levels based on

15 performance.

16

17 2. Stock Based Compensation.

18

19 Q, Did either Staff or RUCO reduce the stock based compensation cost contained within

20

21 A.

22

the test year?

Yes. RUCO excluded 100% of the compensation expense contained in the test year related

to differing types of stock compensation. Staff did not expressly address this issue.

23

24 Q- What is Mr. Smith's basis for this exclusion?

25 Mr. Smith cites the recent APS and UNS Electric rate case decisions in which the

26

27

Commission denied recovery of stock based compensation. In the APS decision, the

Commission expressed a concern that the program could promote inappropriate short-tenn

A.

A.

16



1

2

3

4

management decision making. However, I believe the exact opposite is true. Stock-based

compensation or equity compensation is primarily awarded in the form of stock options,

which vest over a period of years and whose ultimate value is based on the future strength

and performance of the Company.

5 promotes long-tenn employee and director retention

As such, the stock based compensation strongly

and long-term sustainable

6 performance activities.

7

8 Q- Why do you believe full recovery of the stock based compensation is appropriate in

this case?9

10 A.

11

12

13

14

15

16

17

Neither Staff nor RUCO has questioned that the program provides benefits to customers,

its prudence, the reasonableness of the cost or that it was incurred to provide service to

customers. This program, like PEP, is designed to put individual employee's

compensation at risk. However, this program focuses on creating incentives for long term

planning and the long term success of the Company. Clearly customers benefit from the

long tern planning and success of the Company. Indeed, the Commission itself recognizes

the benefits of long term planning through its Integrated Resource Planning, Energy

Efficiency Standards, Renewable Energy Standards and Renewable Transmission planning

18 dockets all are focused on the long term service provided to customers.

19

20 3. Supplemental Executive Retirement Plan ("SERP").

21

22 Q- Did Staff or RUCO take exception to the SERP expense contained within the test

23

24

25

26

year?

Yes. Both parties removed 100% of the SERP expense allocated to UNS Gas, asserting

that SERP expense is simply an excess benefit provided to select executives. The

Company strongly opposes this representation as misleading and incorrect. This expense

27

A.

17



1

2

and program is not an "excess" benefit or cost. It is the cost required to keep retirement

benefits equal as a percentage of compensation for eligible employees.

3

4 Q- Do you agree with their adjustments to remove 100% of the SERP expenses allocated

to UNSG?5

6

7

8

9

10

No, I do not. They both have relied upon recent Commission decisions that disallowed the

recovery of SERP expenses. The SERP program is a portion of the compensation and

benefits package made available to UniSource officers. The level of compensation,

incentives and benefits are all detennined by the Compensation Committee of the Board

that is comprised of independent Board members.

11

12

13

14

15

16

17

18

The reason a program like SERP is necessary is because of funding deductibility limits

defined within the Internal Revenue Code. And those funding limits are set based on tax

revenue collection needs, not on the point at which it is no longer fair to provide retirement

benefits. They are not a guideline for how much is fair and reasonable as part of an

employee benefit program. The evaluation of that should be the reasonableness of the

compensation and the executive benefit package itself. All UNS Gas is asking for here is to

allow executives to have the same proportion or level of retirement benefits as for other

19 Company employees

20

21 Q-

22 A.

23

24

Is SERP an excess benefit?

No. It simply keeps those individuals whose compensation level exceeds deductibility

levels equal to those individuals whose compensation does not. The intention of the plan is

to keep them equal.

25

26

27

A.

18



Q. Do you have any additional comments on Staff's SERP adjustment?1

2

3

4

Yes. Staff incorrectly pulled an amount from the lead lag study as the SERP expense and

the amount they used is actually the test year PEP expense for UNS Gas.

c. Rate Case Expense.

Q- Did Staff or RUCO dispute the Company's pro forma rate case expense?

A. Dr. Fish (at page 29) proposes an adjustment to Rate Case Expense based on the

Company's response to Staff Data Request 6.88. UNS Gas agrees with that adjustment

and Exhibit DJD-1 reflects that change in the Company's Rate Case Expense pro forma

adjustment.

RUCO reduced the Company's proposed rate case expense. Mr. Smith (at page 50-51)

proposes an allowance of a normalized level of $100,000 on an annual basis in expense for

rate case expense based on the $300,000 rate case expense recovery over three years

provided in the last UNS Gas rate case.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Q Do you agree with RUCO's recommendation of a normalized annual allowance of

$100,000?

22

23

24

No. To the date of this testimony UNS Gas has already incurred over $400,000 in external

rate case cost through the use of substantial TEP employee time (which is allocated to

UNS Gas) and outside counsel. The final cost will be in excess of UNS Gas' initial

$500,000 estimate. These costs are the incremental real cost associated with filing a rate

case by a utility that does not have its own regulatory counsel or rates group on hand and

built into base rates.25

26

27

A.

A.

19



Q- Do you have any other comments on this issue?1

2

3

4

A. Yes. RUCO is recommending an annual allowance of $100,000 for rate case expense.

Putting that amount in some context, it would not even cover the cost of UNS Gas (with

almost 150,000 customers) employing one attorney on staff full time as regulatory counsel

considering salary, benefits and overhead. It is just not a reasonable level of recovery.

Also, if RUCO wants to establish a normalized level of rate case expense, it should be

based on actual cost and the expected level to be incurred. RUCO's position, if adopted,

would penalize UNS Gas for efficiently outsourcings its regulatory needs by disallowing

prudently incurred costs. UNS Gas contends that its use of TEP employees and outside

counsel is more cost effective than hiring more employees to staff an entirely separate

regulatory division at UNS Gas. RUCO's position would have the effect of encouraging

the Company to reevaluate this cost effective system in favor of more costly, but

necessary, options, including the hiring of regulatory counsel and staffing a regulatory

division.

Q- Are there other problems with RUCO's reduction?

A. Yes. If Staff"s and RUCO's recommendations and the returns they will generate are

adopted by the Commission, it is very likely that UNS Gas will need to quickly file another

rate case. There is no basis for RUCO to assume a three year amortization period under

such a scenario. Based upon the most recent evidence in which UNS Gas has filed serial

rate cases, RUCO should be recommending an 18 month amortization period. If their

$300,000 artificial limit is approved, then the annualized or normalized annual expense

would be $200,000 to reflect the short period the rates in this case are likely to be in effect,

and to give the Company a reasonable opportunity to recover some portion of its allowed

5
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23

24

25

26

27

rate case expense.
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D. Membership Dues Expense - American Gas Association ("AGA").1

2

3

4 A.

Q- Did Staff or RUCO reduce the Company's pro forma membership dues expense?

Yes. Both Staff and RUCO proposed adjustments to AGA dues expense.

Q- Does the Company agree with their proposals?

A. No. First, Staff is recommending the same reduction (3.5%) of the AGA dues as the last

rate case. However, UNS Gas already agreed to follow the approach from the last rate

case, and therefore UNS reduced the AGA dues expense by 4.0% in its Application.

Staff' s adjustment is unnecessary and essentially double-counts the reduction.

Second, RUCO is recommending the normal and recurring core dues associated with the

AGA be reduced well beyond the portion identified as lobbying expense by the AGA.

This reduction is based on a 2001 NARUC study that is based on 1999 data. Not only is

this analysis stale, but it is not relevant. The Company has provided substantial and

compelling support of and for the many benefits provided by the membership and the

expense sought for recovery is reasonable and should be recoverable.

E. Call Center Expense.

Q- Did either Staff or RUCO reduce the Company's Call Center expense?

5
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23

24

25

26

27

Yes. Staff reduced the Call Center expense being allocated to UNS Gas from TEP. TEP's

Call Center serves UNS Gas, UNS Electric and TEP. Dr. Fish asserts that the increase in

the expense level being allocated to UNS Gas is not commensurate with an increased

service level and therefore is inappropriate. Dr. Fish adjusted test year expense back to the

level approved in the last rate case, which is based on a 2005 test year.

A.

21



Q. What was the basis for Dr. Fish's assertion?1

2

3

4

A. Dr. Fish argues that while the costs increased, the number of "service orders" did not

substantially increase from 2005 to the test year.

5

6

Q- Do you agree with Dr. Fish's adjustment to reduce the test year expense for the Call

7

8

9

10

11

12

13

14

15

16

A.

Center?

No. Service orders are a poor measurement of Call Center use, in fact UNS Gas customers

have substantially increased use of the Call Center. Moreover, assuming expense levels

established using a 2005 test year are appropriate for rates going in to effect in 2010

without any adjustment for inflation, wage increases or equipment additions is

unreasonable. The Call Center has seen the magnitude of call volume and call duration for

UNS Gas grow by approximately 150% over the 2005 levels. Service orders are only a

minor portion of the services provided by the Call Center to UNS Gas. UNS Gas is using

more of the Call Center's capacity (as one of the three affiliates) then it was in 2005. In

addition, the overall annual operating cost of the Call Center has increased 22% from 2005

to 2008. The overall capital investment in the facility, computers, and phones will

continue to increase as the company ensures that customers have a mechanism to access

the Company.

Q- You state that UNS Gas customer usage of the Call Center has increased. What data

do you have to support this assertion?

17

18

19

20

21

22

23

24

25

26

27

From the last test year (2005) through 2008, call volume has increased steadily. In 2005,

the Call Center received 352,330 calls for UNS Gas, in 2006, the Call Center received

483,026 calls, in 2007, the Call Center received 514,689 calls, and in 2008, the Call Center

received 526,156 calls. This amounts to an increase of 150% from 2005 to 2008. In 2006,

the Call Center spent approximately 16.5% of its time handling UNS Gas calls, while in

the first half of 2009 that number had increased to almost 22%.

A.

22



u

1 Q-

2

If present service levels were handled independently by UNS Gas, would the cost be

higher?

3

4

5

6

7

Absolutely. UNS Gas as an independent company would need a facility, phone lines,

computer systems, phone systems, Call Center employees, supervisors, a manager and so

forth. By joining with its affiliates TEP and UNS Electric, UNS Gas realizes economies of

scale that it could not achieve as a stand-alone customer. It is more cost effective to share

the significant fixed cost with two other utilities. UNS Gas should not be denied full

8

9

10

recovery of the reasonable cost to serve the demands of its customers. Adoption of Staff" s

recommendation would encourage the Company to reevaluate this cost effective system

against implementing a standalone Call Center for UNS Gas.

11

12 Q. Why invest in the Call Center?

13

14

15

16

17

18

19

20

21

22

23

24

The Call Center is the primary vehicle in which customers have human contact with the

Company. The Company values our customers, and wants to ensure that customers have a

way to get answers to questions they may have regarding their service. As a result, we

continue to invest in the Call Center. In 2007, a new billing system was implemented. In

2009, we are malting other technology improvements to ensure that customers obtain the

information they desire. While the 2009 expenses are not included in this rate case, these

investments can fortunately be shared by three affiliates serving over 600,000 customers as

opposed to UNS Gas having to make these investments on its own. Furthermore, upon

acquiring the gas assets from Citizen's in 2003, the access customers had in calling the

Call Center was inadequate, as evidenced by many customers not even able to get into the

system, let alone talk to a customer service representative. We will continue to invest in a

reasonable level of technology in our Call Center to give our customers a reasonable

25 customer service experience.

26

27

A.

A.
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1 Q. How are Call Center costs allocated today?

2

3

4

5

6

Call Center costs are allocated based on the talk time that the Call Center experiences by

customers of TEP, UNS Electric, and UNS Gas. However, in three districts (Kinsman,

Havasu, and Nogales) there is combined talk time for both UNSE and UNSG, and, as a

result, the system cannot distinguish between talk time for a particular company, so in

these three districts talk time is split by customer count.

7

8 Q-

9

10

11

12

13

14

15

16

17

18

Why is Dr. Fish's adjustment incorrect?

Dr. Fish bases his adjustment on the declining service orders per month. As I noted above,

service orders are only one small contributor to talk time. If customers only called for a

hook up for new service, we would have a significantly smaller Call Center. Furthermore,

in spite of declining service orders per month, inbound call volume, and the costs

associated with that call volume, has continued to increase. Often, we have to explain the

bills, make billing arrangements, discuss credit terms, discuss a disconnect or reconnect

due to a past due bill, etc. Answering our customers' questions and providing them the

information they desire takes time, and time on the telephone is an appropriate and more

rationally related way to allocate costs than an allocation based solely on one aspect of

customer service, the service order.

19

20

21

The specific talk time for UNS Gas customers has increased over time: in 2006, the

average talk time was 16.6% of the total for the three affiliates, in 2007, 23.6%, in 2008,

20.4%.22

23

24 Q- What other factors contributed to the increase?

25

26

27

The other contributing factor is that costs have increased in the Call Center over time. On

average in 2005,  total monthly Call Center  costs before a llocations were roughly

$415,000. In the test year, July 2007 to June 2008, the monthly costs averaged about

A.

A.

A.
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1

2

3

4

5

$507,000, a 22% increase over more than three years. In that time, wages and on-going

costs continue to increase, and we continue to offer new services to our customers that are

included in these costs. For example, UNS Gas customers now have credit card processing

and on-line bill presentment. These new services cost money that increase our costs but

ultimately provide the customer with better options and a better service level experience.

However, increasing talk time at UNS Gas, was the largest contributor to the allocated Call

Center costs, not increased Call Center costs.

F. Bad Debt Expense.

Q. Did Staff or RUCO reduce the Company's pro forma bad debt expense?

Yes. Staff reduced the pro forma expense level based on Dr. Fish's assertion that the

Company has recorded too much expense for bad debt the last three years based on his

assertion that the Company is over reserved for bad debt.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Q. Do you agree with Dr. Fish's assertion that the Company is over reserved and his

corresponding assertion that bad debt expense has been overstated?

23

24

25

26

27

No. Dr. Fish has performed some analysis of the change in the Allowance for Bad Debt

("allowance") account that has taken place from the years 2005 and 2006 in comparison to

the current levels and asserts that it is over stated by approximately l00%. The allowance

account is a contra asset account that reduces the Accounts Receivable ("A/R") account on

the Company's balance sheet so that the net of the two reflects the reality that not all of

those accounts will be fully collected. This account is reconciled on a quarterly basis by

the accounting department of TEP and is audited annually by an independent accounting

firm to insure that it is materially accurate. To say that it is overstated by that magnitude is

to assert error on the part of the accounting professionals. This is something to which I

take considerable exception and that is blatantly incorrect.

A.

A.

25



1 Q. Can you tell us how the Company evaluates the allowance account?

2 A.

3

4

5

6

7

8

9

10

Yes. Primarily this is achieved by looking at the aged accounts receivable reports and the

historical recovery levels of these aged assets. A hypothetical example would be that you

have $10 million of A/R and $1 million of that is over 120 days unpaid - historically the

Company only collects 10% of accounts that delinquent. In that example, you would have

an allowance account balance of $900,000 until you actually wrote the accounts off and

removed them from A/R. What Dr. Fish did not discover in his analysis was that the

allowance account grew substantially in 2007 because of the conversion of the Customer

Billing System. Upon this conversion the normal process and timing of A/R write offs was

essentially put on hold.

11

12 Q- What was the impact of putting the normal A/R write off process on hold?

13

14

When you do that the A/R balance becomes overstated, you have not cleared accounts out

that are just not collectible any more. Correspondingly, the allowance account grows so as

15

16

to reflect the proper "net" A/R balance.

impacted the historical net write-off information.

17

This holding on write-off processing also

So if  you look a t  net  wr ite-offs

historically there was also a significant decrease in 2007 and that information would skew

18 any normalization if you used an average of net write-offs including that period.

19

20 Q- So what does this mean in relation to Dr. Fish's adjustment to bad debt expense?

21

22

23

24

25

26

27

It means that Dr. Fish was looldng at only one side of the equation and came to an

incorrect conclusion. Bad debt expense is the accrual based expense to match expected net

write-offs with revenue as it is recorded. Now this is not a perfect process, it is done by

continually looking at your historical levels of recovery and looking at the allowance

account versus the aging of your A/R and monitoring other items like large customer

bankruptcies. That is why for ratemaking purposes the preferred method is to take net

write offs (or bad debt expense) as a percentage of retail revenue over a long period of time

A.

A.

26



9

n

*

1

2

3

4

5

6

7

and use that normalized relationship to apply to pro forma retail revenue to calculate pro

Ronna bad debt expense. That is why the Company's calculation of 4.87% of pro forma

retail revenues is a proper reflection of expected bad debt levels based on the historical

levels of bad debt expense and net write-off levels. The allowance account is at an

appropriate level balance given the accounts in A/R and the company as expensed the

proper level for the three year period in question. As such, the Company's adjustment

should be accepted.

8

9 G. Outside Legal Expense.

10

11 Q- Did either Staff or RUCO reduce the Company's pro forma outside legal expense?

12 A. Yes. Both Staff and RUCO reduced UNS Gas's pro forma outside legal expense. Staff

13

14

15

16

17

18

chose to eliminate the Company's adjustment entirely and did not give any substantive

reason for the elimination. RUCO reduced the adjustment by about two-thirds with the

primary reason being that the Company's normalization included cost associated with the

Company's intervention, in support of its customers, in El Paso Natural Gas Company

("EPNG") rate case before FERC. Both Staff and RUCO fail to provide an allowance for

normalized, on-going costs of legal services, based on either historical or prob acted costs.

19

20 Q- Do

21

you agree with RUCO's significant reduction of the Company's normalized

outside legal cost?

22

23

24

25

26

27

No. The basis for Mr. Smith's adjustment is to exclude the cost to monitor and participate

in the EPNG rate case that was incurred in the years 2005-2007 in calculating his

normalized outside legal cost. UNS Gas has been involved in monitoring all, and

participating in many, of the interstate pipeline filings made by EPNG and Transwestern

Pipeline ("TW") at FERC each and every year since UES has owned the Company. Since

July 2007, there have been approximately thirty filings, in addition to general system-wide

A.

27



1

2

3

4

rate case filings, made by EPNG and TW at FERC. UNS Gas has intervened in and

monitored these filings, and has participated in and litigated some of these cases because

the filings could result in changes to the EPNG and TW pipeline tariffs, which in tum

could affect the rates and terms and conditions under which UNS Gas receives services

from those pipelines and ultimately affect the services and rates of UNS Gas' core

customers. UNS Gas has no indication that this level of intervention on behalf of the

customers of UNS Gas will be reduced. EPNG filed a Natural Gas System Wide Rate

Case on June 27, 2008 (Docket No. RP08-426-000). This rate case is currently

progressing toward litigation and is not likely to be resolved until first quarter 2010. If

EPNG is not satisfied with the rate case order handed down by FERC, they could appeal it

to the Court of Appeals. Additionally, TW will most likely file for a system-wide rate case

in 201 l. Both EPNG and TW file rate cases regularly and frequently, there is no basis to

assume that UNS Gas will not incur legal costs in these cases, unless RUCO and Staff are

suggesting that UNS Gas simply stop participating in FERC cases thereby ensuring that

UNS Gas customers' interests will not be represented in those matters.

In the last UNS Gas rate case, , the Commission allowed the Company to recover outside

legal expenses related to FERC rate cases (Decision No. 70011 at page 20). It should do

so here, as well. If the Commission now eliminates the historical level of cost recovery of

intervention in these cases from base rates - the unequivocal message to UNS Gas is that

UNS Gas customers' interests should not be represented in FERC cases in the future.

H. Fleet Fuel Expense.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q- Did Staff or RUCO reduce the Company's pro forma fleet fuel expense?

Yes. Both Staff and RUCO proposed to reduce the Company's pro forma expense to

reflect the reduced cost of fuel currently being incurred by the Company.

A.

28



1 Q- Do you agree with either Staff or RUCO's proposed adjustments to reduce fleet fuel

2

3

4

expense?

No. I can agree that the test year level of expense may need to be adjusted given the

extreme volatility of iii el expense, but I do not agree with the adjustments proposed by

5 either.

6

7 Q- Please explain your concerns with Staff's proposed adjustment.

8

9

10

11

12

Staff has applied a forward looking estimate of the average cost of fuel per gallon from the

Energy Information Administration ("EIA") of $1.96 per gallon. As of the time this

testimony was prepared the average cost of gasoline published by the EIA for the West

Coast (excluding California) was $2.82 per gallon. So clearly the price estimate in Dr.

Fish's adjustment is not reflective of current known price levels.

13

14 Q. Please explain your concerns with RUCO's proposed adjustment.

15

16

17

Mr. Smith applied a couple techniques to normalize fuel expense. He used the last three

years fuel consumption levels to calculate an average level of fuel purchased and then

applied fuel $2.28 gallon derived froman estimated cost

18

19

of per

www.arizonagasprices.com. Al t hough t he C ompa ny does  not  concede t ha t  t he

Commission should grant any evidentiary weight to a website that chronicles fuel prices

20

21

22

23

24

25

26

throughout the State of Arizona, especially where the Company has presented evidence of

fuel costs it incurred in its particular service territory, as of the time this testimony was

prepared the average cost of gasoline as published by www.arizonagasprices.com was

$2.58 per gallon. Based upon Mr. Smith's reliance on this website, at a minimum, his

adjustment must be increased significantly. This significant change in price in such a short

period of time is further evidence of why the Commission should not afford any weight to

a website that simply chronicles daily fuel prices. This method produces volatile and

27

A.

A.

A.
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1

2

3

4

misleading data regarding fuel expense, especially when compared to UNS Gas' proposal,

which averages fuel costs actually incurred in its service territory over a period of years.

Q- Are there other issues with Staff and RUCO's adjustments?

Yes. RUCO inadvertently had an additional amount in their schedules and actually

reduced fuel cost by $471,000 in its revenue requirements. The amount they intended to

reduce it by was $241,000. Also both Staff and RUCO relied upon data provided by the

Company and labeled as fuel expense, but it was actually fuel cost. Fuel cost exceeds fuel

expense because a portion of fuel cost is capitalized. The fuel cost data used by Staff and

RUCO does not provide an accurate measure of fuel expense. The amounts spent to obtain

fuel for UNS Gas, and the a per gallon data is correct, but the actual expense is Only 73.4%

of that cost, the other 26.6% of that cost went to capital projects. Fuel cost as identified

goes into a transportation clearing account and then is charged out as vehicles are used

along with other cost like insurance, and maintenance. 26.6% of those costs actually go to

capital projects and thus the fuel expense is only 73.4%.

Q~ What does the 73.4% mean to Staff and RUCO's adjustments?

A. It means that only 73.4% of Staffs and RUCO's reductions should actually be applied to

revenue requirements if either were to be accepted.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Q , What is the Company's suggestion for adjusting test year fuel expense?

Fuel prices are highly volatile. The Company recommends using the three year average to

normalize the cost based on recent actual cost incurred by UNS Gas. UNS Gas' primary

service territories are not located in Arizona's major urban communities and as such UNS

Gas' actual fuel cost tends to be higher than Tucson and Phoenix. The average price per

gallon of fuel incurred by UNS Gas over the past three years in its service territory is $3.05

per gallon. This amount is known, measurable and provides compelling evidence of UNS

A.

A.

30



1

2

3

4

5

Gas' fuel expense, especially when compared to statewide internet cost projections or

National or even Regional statistics regarding fuel prices as presented by Staff and RUCO.

By applying the three year average cost to the three year average consumption the

Company is suggesting a $51,258 reduction in test year fuel cost. If this three year average

is not used, then the actual test year expenses should be used as reflected in UNS Gas'

original Application. In no event should Staff' s and RUCO's internet cost projections be

used, as they are simply not known and measurable.

I. Postage expense.

Q. Do you agree with the postage expense adjustment proposed by Staff?

6

7

8

9

10

11

12

13

14

15

16

Yes. Staff proposes an adjustment based on the known and measurable increase in postage

rates that has occurred. However, this adjustment would then need to be corrected to

reflect the correct annualized number of customers, as discussed in Mr. Erdwurm's

testimony.

Q- Does this conclude your Rebuttal Testimony?17

18

19

20

21

22

23

24

25

26

27

Yes, it does.

A.

A.
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1 1. INTRODUCTION.

2

3 Q- Please state your name and address.

4 My name is Dallas J. Dukes. My business address is One South Church Avenue, Tucson,

Arizona.5

6

7 Q- On whose behalf are you filing your Rejoinder Testimony in this proceeding?

8 My Testimony is tiled on behalf of UNS Gas, Inc.

9

10 Q- What is the purpose of your Rejoinder Testimony in this proceeding?

11

12

13

14

The purpose of my Rejoinder Testimony is to address certain adjustments that Staff

Witness Dr. Thomas H. Fish ("Dr. Fish") discusses in his Surrebuttal Testimony. I also

address several adjustments that Residential Utility Consumer Office ("RUCO") witness

Mr. Ralph C. Smith ("Mr. Smith") discusses in his Surrebuttal Testimony.

15

16 Q- Did you file Direct and Rebuttal Testimony in this proceeding?

17 Yes

18

19 11. REJOINDER TO RATE BASE ADJUSTMENTS.

20

21 A. Post Test Year Non Revenue Plant ill Service.

22

23 Q. Do Staff and RUCO still disagree with the Company's inclusion of Post Test Year

Non Revenue Plant in Service within rate base?24

25 Yes. Staffs witness, Dr. Fish, and RUCO's witness, Mr. Smith, continue their objection

26 to including post test year plant in rate base.

27

A.

A.

A.

A.

A.

1



1 Q-

2

Has the basis for Dr. Fish's or Mr. Smith's removal of the Company's Post Test Year

Non Revenue Plant in Service adjustment changed from that of their direct filings?

3 No. Dr. Fish and Mr. Smith continue to argue that post-test year plant should not be

4

5

included in rate base with out conclusive proof that it is necessary to preserve the financial

health of the utility and complete assurance it is revenue-neutral, expense-neutral, prudent,

6 and necessary.

7

8 Q. With that list of criteria in mind, do you believe UNS Gas would ever be allowed to

include Post Test Year Non Revenue Plant within rate base?9

10

11

12

Given the requirement to meet each of the standards as defined by Staff and RUCO, it is

unlikely that UNS Gas would ever qualify for inclusion of post test year plant. But the

Commission has approved post test year plant in a number of cases.

13

14 Q- Do you agree with this standard?

15

16

17

18

19

20

21

No. UNS Gas does not believe the Commission's discretion and judgment to include post

test year plant should be limited by Staff and RUCO's proposed standard. In Arizona we

use historical test years to set rates and we see at least a three year lag from the end of the

test year in one proceeding till new rates go into effect for the next proceeding. That is

why UNS Gas believes the Commission should consider the inclusion of post test year non

revenue producing plant in rate base as a reasonable adjustment. If Staff's and RUCO's

recommendations are adopted, the Company believes it will be necessary to tile another

22 rate case in the near future.

23

24 Q- Has the Commission required such a showing ill past cases?

25 Staff and RUCO have made similar arguments in the past

26

No. and they have been

rejected. For example, in the Bella Vista water rate case, the utility requested inclusion of

27 numerous system improvement projects into rate base as post test year plant. Staff and

A.

A.

A.

A.

2



1

2

3

4 a material impact on

5

RUCO argued that the plant should be excluded, because the plant "may improve system

reliability resulting in lower expenses and increased revenues."1 The Commission rejected

this argument, noted that while plant constructed to serve existing customers could have

some impact on revenues or expenses, the evidence did not show

revenues and expenses.2

6

7

8

9 The Commission

10

11

12

Along similar lines, in an Arizona Water Company rate case the Commission explained

that "inclusion of post test year plant always causes some mismatch between revenues and

expenses, even if the post test year plant is revenue neutral."3

nevertheless included the post test year plant in rate base. The Commission emphasized

materiality again in a Rio Rico rate case, noting that "there would not be a material impact

on revenue or expenses."4

13

14 Q- Will any impact on revenue and expenses be material?

15 No. The post test year plant we are requesting in rate base will not have a material impact

16 on revenue or expenses.

17

18 Q. Did Staff or RUCO provide any evidence regarding increased revenue or decreased

19

20

21

22

23

24

expenses?

Staff simply makes an unsubstantiated assumption that revenue or expenses will be

impacted. Mr. Smith, for RUCO, points to UNS Gas's Response to RUCO data request

1128.5 UNS Gas stated that expenses "could" be reduced. The Response does not state

that a reduction is likely, or that it would be material. Moreover, Mr. Smith fails to

mention UNS Gas' response to RUCO ll.l8.b, which notes that overall expense levels

25

26

27

1 DecisionNo. 65380 (Nov. 1, 2002) at 9:15.
2 DecisionNo.65380 (Nov. 1, 2002) at 10.
3 Decision No. 68176 (Sept. 30, 2004) at 5:12-13.
4 Decision No. 67279 (Oct. 5, 2004) at 7.
5 Smith Surrebuttal at 12.

4

A.

A.

3



1 have increased since the test year. Notably, neither Staff nor RUCO have testified that any

2 impact to revenue or expenses would be material

decisions.

as required by prior Commission

3

4

5 Q- What else do Staff and RUCO point to?

6 or "very

7 circumstances. But the Commission has rejected such arguments before.

8

9

10

They argue that post test year plant should only be approved in "compelling

compe1ling"7

For example, in Decision No. 65350, the Commission stated that "We do not agree with

Staff and RUCO that the Commission has always required extraordinary circumstances to

allow post test year plant."8

11

12 Q- What criteria has the Commission established?

13

14

The Commission summarized its past cases as follows: "In the past, the Commission has

allowed the inclusion of post test year plant in circumstances where the new plant is

revenue neutral and there is no evidence of a material mismatch between revenue and15

16

17

expenses and where the post test year plant is required for system reliability or to provide

adequate service."9

18

19 Q, Does UNS Gas's requested post test year plant satisfy these criteria?

20

21

22

Yes. The post test year plant is plant that whose primary purpose is to serve existing

customers and which would have been replaced regardless of customer growth.l° As I

have explained, there will not be a material impact on revenue or expenses.

23

24

25

26

27

6 Fish Surrebuttal at 2: 19.
7 Smith Surrebuttal at 17:9.
8 Decision No. 65350 (Nov. 1, 2002) at 11:21-23.
9 DeciSion No. 67279 (Oct. 5, 2004) at 6:7-10.
10 See UNS Gas Response to RUCO 11.30.c (Attached to Smith Surrebuttal Testimony).

A.

A.

A.
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1 Q, What else does RUCO argue?

2

3

4

5

6

7

8

Mr. Smith argues that UNS Gas is not a water company, and past examples of post test

year plant have been for water companies. True, but water company rates are set by the

same principles and methods - matching, prudence, rate base, operating expenses, return

on equity, etc. And many of the decisions involve large, sophisticated "Class A" water

companies like Arizona-American, Arizona Water, and Chaparral City. All three of those

companies are part of multi-state utility holding companies. Clearly, allowing post test

year plant is not a policy limited to small, financially fragile water companies.

9

10 B. Customer Advances.

11

12 Q- Has the basis for Dr. Fish and Mr. Smith's removal of the Company's Customer

13 Advances adjustment changed?

14

15

No. Their arguments continue to be that that Customer Advances are non-investor supplied

capital and that is the required treatment based on the sample schedule B-l, Commission

rule A.A.C R 14-2-103 I16

17

18 Q-

19

Do you agree with Dr. Fish and Mr. Smith's position that customer advances are non-

investor supplied capital?

20

21

22

23

24

25

26

27

Yes. That is why I have included all of the customer advances as of the end of the test

year as reduction of rate base except for the small portion already expended by the end

of the test year on projects not included within rate base. I am only asking that the

Commission allow that small portion of cash advances not be deducted from rate base.

Throughout the testimonies of Dr. Fish and Mr. Smith they speak of matching, but they

fail to follow that principle for these advances. As I explained in my Rebuttal Testimony,

Dr. Fish's and Mr. Smith's approach creates a mismatch between when plant-in-sewice is

measured, and when the advances are measured. And this mismatch has the result of

A.

A.

A.

5



1

2

3

eliminating from rate base pre-existing plant funded by investors. It's simply a mismatch

to reduce rate base for these advances relating to plant that, as of the end of the test year,

is not in service or in rate base. Staff' s and RUCO's method amounts to reducing the

4 return on and of investor-supplied capital.

5

6 Q- Do the Commission's rules forbid UNS Gas's request?

7 No. Staff and RUCO suggest that Rule 103 (A.A.C. R14-2-103) compels a ruling in their

8 favor. In the past, Staff and RUCO have made similar arguments about post test year

9

10

plant - that it is forbidden by Rule 103. The Commission has repeatedly rejected such

arguments, finding that the Commission can approve adjustments to rate base

notwithstanding Rule 103. 11

12

13 Q- What about Mr. Smith's concern that UNS Gas does not reduce CWIP by

14 Customers Advances prior to calculating AFUDC?

15

16

17

18

19

20

21

UNS Gas is not arguing for advances to be excluded as a reduction in rate base - UNS

Gas is arguing for recovery of and on rate base properly invested in by the Company to

serve customers. The projects funded by the advances UNS Gas is asking to exclude are

not in rate base, not accruing AFUDC and historically over 80% of all advances are

returned to the developers and never become contributions at all. The very minor amount

of AFUDC that was accrued on the advance portion of these projects during their short

construction period is only a fraction of the lost return on and of rate base being denied to

22 UNS Gas.

23

24

25

26

27

A.

A.

11 Decision No. 66849 (March 19, 2004) at 4:18-20, Decision No. 65350 (Nov. 1, 2002) at 10:10-12.
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1 c. Cash Working Capital.

2

3 Q- Do , the other parties still disagree with the Company's cash working capital

4 calculation?

5

6

Yes. Dr. Fish argues that the payment terms agreed to by the Company with its largest

natural gas supplier are not reasonable or representative of normal credit terms.

7

8 Q- Do you agree with Dr. Fish?

9

10

No. The necessity and prudence of the payment terns is being addressed by the Mr.

Grant's Rejoinder Testimony.

11

12 Q- Did Mr. Smith address your revised Cash Working Capital adjustment in his

13 Surrebuttal testimony?

14

15

16

Yes. Mr. Smith contends that the Company's proposed change to the purchased gas

payment lag reaches outside of the test year and that we have not demonstrated that the

change is permanent.

17

18 Q- Would you like to address Mr. Smith's contentions?

19 Yes. The altered payment terms began during the test year and my adjustment is

20 essentially an annualization of that change which is not really any different than

21

22

23

24

25

26

annualizing for any other change that happens either to reduce or increase cost of service.

The change happened during the test year, and then again the following winter. And

according to those within the Company that manage the credit and payment terns, the

change will be true again this winter. As far as being permanent - I am not sure that it is

possible to deem any expense item or cost as permanent. But, by all reasonable standards

it is recumlng, known and measureable.

27

A.

A.

A.

A.
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q

1 D. Reconstruction Cost New Depreciated ("RCND").

2

3 Q- Do you have any comments on the RCND study discussions by Staff in its

Surrebuttal?4

5

6

7

8

9

10

11

Yes. After re-evaluating our analysis, I need to revise my discussion on RCND. It appears

that we did not properly alter the trend rate in our comparison of our present method with

the study in the prior filing. If we alter the trend rate appropriately to be consistent with the

prior study the RCND value in our present study would come down. Therefore, Dr. Fish is

correct in his contention that the RCND value in this case is representatively higher in this

filing versus the prior filing. If the Mains category were re-stated to reflect cast iron trend

values the RCND would be $19.6 million less than the original filed amount.

12

13

14

Q. If the RCND value in your filing were adjusted to reflect the more conservative value

would it impact the requested increase of UNS Gas?

15 No. As UNS Gas has limited its requested increase to $9.5 million, although we could

16 support a greater request.

17

111. REBUTTAL TO OPERATING INCOME ADJUSTMENTS.18

19

20

21

A. Pavroll and Pavroll Tax Expense.

22 Q-

23

Did RUCO continue its objection to the Colnpany's payroll adjustments in its

Surrebuttal filing?

24

25

26

Yes. Mr. Smith argues that there are compelling circumstances in the context of the

current UNSG rate case, including the poor economic climate that warrant differing

treatment then Southwest Gas, UNS Electric and TEP were afforded in their last rate cases.

27

A.

A.

A.

8



1 He also offers some information on a few utilities in other states that have forgone or

2 limited non-bargaining employee wage rate increases.

3

4 Q-

5

Would you like to comment on Mr. Smith's assertion that perhaps UNS Gas should

not be allowed recent Commission treatment for pay rate increases because of the

6 present economic conditions?

7

8

9

Yes, I would. UNS Gas understands that this is a difficult time. We are sympathetic to our

customers. That is why we have proposed limiting our rate increase to $9.5 million when

we could justify a larger increase. And that is why we proposed exempting our low

income customers from the base rate increase.10

11

12

13

We took these actions due to the concern for low income customers. Such explicit

measures are preferable to artificially pretending that certain necessary costs will not

14 occur. The employee levels as of the end of the test year are known, as are the wage

15 increases.

16

17

18

Further, the present process usually benefits the customers in that rates are set based on

historical information and payroll costs generally increase. For example, the present rates

19 in effect were set based on a calendar year 2005 adjusted for a 2006 pay rate increase. The

20

21

customers have benefited from not having wage increases reflected in rates attributable to

the increased payroll cost paid by the Company in 2007, 2008 or 2009.

22

23 Q. What about Mr. Smith's contention that some other utilities are forgoing at least

24 some portion of wage increases in rate filings in other jurisdictions?

25

26

27

Without a complete understanding of the circumstances in each of those rate filings and

specific ratemaking treatment in those other jurisdictions, it would be difficult to weigh the

relevance of the examples he cites. We just don't know the specific circumstances.

A.

A.

9



1

2

Moreover, as noted above, UNS Gas has taken a number of steps to protect our customers,

especially our low income customers.

3

4 B. Call Center Expense.

5

6 Q, Did Staff address its Call Center expense adjustment?

7 Yes. Staff witness Dr. Fish reiterated his assertion that UNS Gas test year call center

8 expense had increased by to much relative to the amount approved in the last filing. Dr.

Fish asserts that UNS Gas has not substantiated the increased cost.9

10

11 Q- Do you agree with Dr. Fish's assertions?

12

13

14

15

16

17

18

No. In my Rebuttal Testimony I provided substantial information regarding the fact that

call center cost had only increased 22% since 2005 despite continual additions of services

and new equipment. In Dr. Fish's own Surrebuttal testimony he states, "The issue is really

not the allocation method, but that the call center costs seem to be increasing at an

alarming rate." Well as I point out in my Rebuttal Testimony, the cost of the call center is

not the driver of the increase to UNS Gas - it is cost allocation. Simply put, the customers

of UNS Gas are using substantially more of the call center resources then were allocated to

them in the last UNS Gas rate case.19

20

As I explained in my Rebuttal Testimony, call

volume firm UNS Gas customers has increased, as has call duration. Further, the call

21

22

23

center has added additional services for our customers, such as credit card processing and

on-line bill presentment. It is not reasonable to limit UNS Gas to 2005 call center expense

levels, when call volume, call duration and services have all increased.

24

25

26

27

A.

A.

10



1 C. Bad Debt Expense.

2

3 Q- Did Staff address pro forma bad debt expense in Surrebuttal?

4

5

6

7

8

Yes. Dr. Fish reiterated the Commission's position that allowance for doubtful accounts

had increased from $366,000 to $1,220,000, which is an increase of 300 percent. He then

goes on to misconstrue my Rebuttal testimony by saying that, "Mr. Dukes suggests that he

takes offense that Staff might question the appropriateness of the reserve for bad debt, but

he believes it is reasonable to fail to recognize losses in a timely manner."

9

10 Q- Do you have any additional comments to make on the bad debt expense testimony of

Dr. Fish?11

12

13

14

15

16

17

18

19

Yes. Dr. Fish wants you to focus on one side of the ledger and ignore the other. My

comment in Rebuttal of taking offense is not based on the balance of the allowance

account, but the assertion that Dr. Fish is making that we have "overstated bad debt

expense" in the neighborhood of $700,000 sometime in the last three years. His argument

to reduce pro Ronna bad debt expense only makes sense if he is arguing that we over

expensed in the last three years, thus overstating our allowance account and thus our

historical write-off percentage being applied to pro forma revenue - which in turn would

overstate pro forma bad debt expense.

20

21 The problem with that whole argument is that it simply ignores the facts and the

22 The

23

infonnation I provided in my rebuttal testimony and in response to data requests.

allowance account is not overstated because of the over expensing of bad debt. The

24

25

allowance account is higher to reflect the fact that accounts receivable has a higher amount

of uncollectible accounts that have not been written off. When you write off uncollectible

26

27

accounts there is no impact on the income statement -.- the expense impact was recognized

when the revenue was recorded. When you write off uncollectible accounts you simply

A.

A.

11



1

2

reduce accounts receivable and reduce allowance for doubtful accounts by equal amounts.

That is why these two accounts are not mutually exclusive, the true accounts receivable

balance is the net of accounts receivable and allowance for doubtful accounts.3

4

5

6

7

8

9

In December 2005, the accounts receivable balance of UNS Gas was just over $12 million,

and only $181,514 in accounts over 90 days were past due. But in June 2008, the accounts

receivable account was just over $7 million, but had over $1,216,156 in accounts 90 days

past due included within it. That is why the allowance account is so much higher - not

overstated bad debt expense.

10

11 D. Outside Legal Expense.

12

13

14

Q- Did Staff address pro forma outside legal expense in their Surrebuttal?

Yes. Staff witness Dr. Fish stated that I provided no substantive reasons for the high level

of legal expenses being requested in our tiling.15

16

17

18

19

2 0

21

22

Q- Do you agree with Dr. Fish's assessment?

23

No. UNS Gas provided significant support for its request. Besides the fact that my

adjustment is based on actual historical expense levels and the information I provided in

my Rebuttal testimony, UNS Gas provided responses to a multitude of data requests

providing additional support for its requested level of expense. Those responses included

projected legal costs that are much closer to UNS Gas's proposed expense level than the

artificially low, anomalous levels proposed by Staff.

24

25

26

Q- What about RUCO?

27

Mr. Smith continues to oppose the pro forma level of outside legal cost being requested by

UNS Gas. Mr. Smith essentially argues that the level of outside legal expenditures has

A.

A.

A.

12



1

2

3

4

5

declined since the last rate case and that circumstances have changed with some additional

level of expenditure sharing in EPNG FERC cases with TEP. He offers a significantly

reduced level of pro Ronna expense $l7l,865, which is $88,310 more than the level

proposed by Staff, but $217,674 less than the Company's request which is based on

historical spending levels.

6

7 Q-

8

9

10

11

12

Do you agree with Mr. Smith's assessment?

No, but Mr. Smith has raised a valid issue with the sharing of cost of EPNG application

monitoring with TEP. But this issue will not have as great a near term impact because the

cost sharing with TEP does not apply to Transwestern (including is upcoming rate case)

because TEP is not a customer of Transwestern. However, the sharing of the cost for

EPNG monitoring should be considered as a potential reduction of future outside legal cost

levels for UNS Gas.13

14

15 Q- So do you believe that your pro forma outside legal cost should be reduced?

16

17

18

19

At this time I do not have any known and measureable information to support a reduction

to the historical average level, however if the Commission were to compromise between

RUCO's position and the Company's I could support such a proposal and we would

monitor closely how the sharing impacts future cost levels and adjust accordingly in our

20 next rate filing.

21

22 Q- What about the issues not addressed in this rejoinder testimony?

23 All those issues remain the same as stated in my rebuttal testimony, and UNS Gas has not

24 changed is position on any of those issues.

25

26 Q- Does this conclude your Direct Testimony?

27 Yes, it does.

A.

A.

A.

A.
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Rating Drivers

Stable regulated operations with in historically challenging regulatory environment

Limited non-regulated exposure and ring-fencing

Strong credit metrics

Cross-support within UES family

Corporate Profile

UNS Gas, Inc. (UNSE: Baan senior unsecured (guaranteed), stable) is local distribution utility sewing
approximately 146,000 retail customers in Arizona. UNSG and UNS Electric, Inc. (UNSE: Baan senior unsecured
(guaranteed), stable), a regulated electric utility in Arizona, are both subsidiaries of UniSource Energy Services
(UES) which is the guarantor. UES is a wholly owned subsidiary of UniSource Energy Corporation (UNS: Ba1
senior secured bank credit facility (security limited to stock of certain subsidiaries), stable), whose largest
subsidiary is Tucson Electric Power (TEP: Baan senior unsecured, stable), a regulated electric utility in Arizona.

SUMMARY RATING RATIONALE

The Baan rating assigned to UNSG's senior unsecured notes reflects the interdependence that currently exists
between the company and its affiliate UNSE as a result of their shared credit facility and parental guarantee from
UES. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNSG and UNSE. On a stand-alone basis, UNSG has a credit profile moderately better than its rating as
evidenced by metrics that map to rating levels within the LDC gas utility methodology that are somewhat stronger
than its rating category.

DETAILED RATING CONSIDERATIONS

Regulated operations in historically challenging environment

Virtually all of UNSGls operations are regulated. Moody's generally views a significant percentage of regulated

http://www.moodys.com/moodys/cust/research/MDCdocs/30/2007300000545586.asp'?doc_id=20073000... 7/30/2009
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. operations as positive for credit quality as regulated cash Hows tend to be more stable and predictable than those
of unregulated companies. This key factor is tempered somewhat by the regulatory environment of Arizona, which
Moody's generally ranks below average for U.S. regulatory jurisdictions in terms of expectation of timely recovery
of costs and predictability of rate decisions. Moody's also notes that three new commissioners began their term in
January 2009 and it is not clear how or whether this might impact Moody's perception of the regulatory
environment in Arizona over time.

Regulatory lag continues although moderating capital expenditures are a litigant

UNSG's last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas filed a general rate case in November 2008 requesting a $10 million rate
increase (6%) premised on an 11% ROE and 50% equity ratio using a June 2008 test year end. A decision is
expected by late 2009 or early 2010. Moody's expects further need for rate cases over the medium-term due to
regulatory lag and on-going capital expenditures. The utility is not expected to earn its 10% allowed ROE during
this time unless it receives adequate rate relief.

Capital expenditures were above $22 million annually from 2005-2007 but are expected to generally remain below
$20 million over the near-term. Moderating capital expenditures reduces the need for regulatory relief though lag is
expected to continue.

Effective recovery of purchased gas costs

UNSG has a gas cost recovery mechanism that appears to be functioning adequately. The Purchased Gas
Adjustor mechanism may be changed monthly based on a comparison of rolling twelve~month average actual gas
cost and gas costs in base rates, though there are limits Io the levels of adjustments over a twelve month period.
UNSG may also request a surcharge to recover deferred balances. As of March 31 , 2009, UNSG had a $6 million
over recovered purchased gas costs balance included as a current liability.

Due to the traditionally challenging regulatory environment in Arizona, as well as the uncertainty surrounding the
impact of new commissioners, the regulatory supportiveness factor has been scored in the Ba range in the LDC
methodology framework,

Non-regulated exposure and ring-fencing within UES is limited

Although UNSG's risk of exposure to non-regulated activities is considered quite modest as both UNSG and UNSE
are fully regulated, there is significant interdependence between the UES subsidiaries in the form of a shared
credit agreement and parental guarantee. Services are also shared with UniSource's primary regulated utility TEP.
UNSG contributed approximately 63% of consolidated UES' EBIT and 14% of consolidated UNS' EBIT.

The Arizona Corporation Commission (ACC) has not restricted UNSG's ability to pay dividends to its parent,
however, the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement, but UNSG is well within the limits imposed by these documents. Overall,
ring-fencing at UNSG maps within the Baa criteria outlined in the LDC Methodology.

Cross support of debt within UES constrains rating

The rating also recognizes the position of UNSE and UNSG as indirect subsidiaries of UNS through UES. UES is
an intermediate holding company with no operations or debt. Debt at UNSE and UNSG is guaranteed by UES,
which creates cross-support. UES has not historically received any dividend payments from its utility subsidiaries,
and none are anticipated for the foreseeable future. UNS has periodically contributed equity to UNSG in support of
its capital program and to strengthen its balance sheet.

Improved metrics provide credit support for weaker regulatory environment

Credit metrics overall reflect on-going regulatory lag issues as well as the benefits of cost controls, and a modest
debt profile.

ROE, EBIT/Customer and EBlT/Interest

UNSG's average ROE, EBlT/Customer and EBIT/lnterest have historically mapped to the lower Baa/high Ba level.
In 2008, metrics improved moderately due to the impact of the base rate increase in late 2007 and slowing
customer growth, however, they continue to map to the high Ba/low Baa level. UNSG's metrics could improve
moderately within the Baa rating range if regulatory lag is reduced or the company receives better than anticipated
rate relief.
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RCF/Debt, Debt to Capitalization and FCF/FFO
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UNSG's cash flow and debt~related credit metrics have historically mapped to the upper Baa/low A level. Retained
and free cash flow have improved as UNSG has not paid dividends to its parent recently and capital expenditures
have begun to decline. This has allowed retained earnings to increase equity capitalization and also reduce the
need for new debt Gnancing. Continued moderating levels of capital expenditures are expected to increase free
cash flow and debt financing is expected to be minimal over the near-term. Beyond 2010, free cash sow is
expected to once again become negative unless rate relief is better than anticipated. Over time, these metrics
could improve to the low A range.

Liquidity Profile

UNSG's cash flow profile has generally been stable with operating cash flow approximately covering capital
expenditures, however, in 2008, cash from operations of $2.8 million were significantly below capital expenditures
of approximately $16 million. Cash on hand was used to meet the shortfall as cash flow was significantly impacted
by collateral postings and refunds from over-recovered purchased gas costs. Over the near-term, capital
expenditures of $19-21 million annually are expected to continue to be funded roughly by cash flow from
operations.

UNSG has two $50 million issues of senior unsecured notes outstanding, one maturing in August 2011 and one
maturing in 2015. UNSG's short term liquidity needs are supported by a joint UNSG/UNSE $60 million credit facility
which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as the combined
amount does not exceed $60 million. As of March 31, 2009, there were no amounts drawn on the facility but UNSE
had $17 million of letters of credit outstanding and UNSG had $5 million of letters of credit outstanding which
reduced availability under the facility.

The UNSG/UNSE credit facility contains two financial covenants applicable lo each borrower: for UNSE a
maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25 times, for UNSG a maximum
debt to capital ratio of 67%, and a minimum interest coverage of 2.25 times. As of March 31, 2009, the ratios were
54% and 4.01 times at UNSE and 50% and 4.02 times at UNSG. The credit facility requires a material adverse
change (MAC) representation at each new borrowing. In Moody's opinion, the requirement of a MAC
representation significantly increases the risk that the credit facility may not be available when liquidity needs are
greatest.

Moody's assumes that UNSG will manage the amount of its near term obligations within the limits of its available
sources of cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook for UNSG reflects our expectations of continued stable or modestly improved cash flows
resulting from expected rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures will be financed in a
manner intended to maintain UNSG's current level of financial strength and flexibility.

What Could Change the Rating - Up

UNSG's rating is currently constrained by its interdependence with UNSE and our view of the consolidated credit
quality of UES. In the event this interdependence was reduced while UNSG retained its similar credit profile, the
rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the consolidated
credit quality of UES. this could result in positive rating action for UNSG.

What Could Change the Rating - Down

A downward revision could occur if there is deterioration in the credit quality or ratings of UES or UNSE or UNSG
credit metrics decline to the low Baa/high Ba range, for example, RCF/Debt before 10% or EBIT/ interest coverage
of less than 2x, or if regulatory support significantly worsens, then there could be a downward revision in the rating
or outlook.

Rating Factors

UNS Gas, Inc.

Factor 1: Sustainable Profitability (20%)
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Factor 2: Regulatory Support (10%)

a) Regulatory Support and Relationship x

x
Factor 4: Financial Strength and Flexibility (60%)

a) EBIT/Interest (15%)

b) Retained Cash Flow/Debt (15%)
c) Debi to Book Capitalization (excluding goodwill)

(15%)

d) Free Cash Flow/Funds from Operations (15%)

X

x

X

X

Rating:

a) Methodology Model Implied Senior Unsecured Rating

b) Actual Senior Unsecured Equivalent Rating

Baa2

Baan

a) Return on Equity (15%)

b) EBIT to Customer Base (5%)

X

X

UNS Gas, Inc. Page 4 of 4

Factor 3: Ring Fencing (10%)

a) Ring Fencing

CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (MIS) CURRENT OPINIONS OF THE
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IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
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1 I. INTRODUCTION.

2

3 Q-

4

Please state your name and business address.

My name is D. Bentley Erdwunn and my business address is One South Church Avenue,

Tucson, Arizona, 85701.5

6

7 Q-

A.

By whom are you employed and what are your duties and responsibilities?

8

9

10

I am employed by Tucson Electric Power Company ("TEP") as a Lead Analyst in the

Pricing and Economic Forecasting department. In this role I prepare cost-of-service

studies and rate design proposals. I also perform these functions for UNS Gas, Inc.

("UNS Gas").

12

13 Q,

14

15

16

17

18

19

20

21

22

Please describe your background and work experience.

I earned my Master of Science in Economics from Texas A&M University, and my

Bachelor of Arts in Economics from the University of Dallas. I have over 25 years of

utility experience in the areas of cost allocation and rate design, forecasting, valuation

and fair market value determination, and utility mergers and acquisitions. I have testified

before state regulators in Arizona, Texas and Alabama on these issues. I testified on

behalf of Tucson Electric Power Company ("TEP") in general rates cases during the

1990's on cost allocation, rate design and unbundling to facilitate direct access. I have

also provided testimony in the most recent general rates for UNS Gas (2006), UNS

Electric, Inc. (2006), and TEP (2007).

23

24 What is the purpose of your Direct Testimony?

25 A.

26

27

I am sponsoring Schedules G and H, which summarize the class cost-of-service study,

rate design and proof of revenue for this filing. I also will sponsor, and my testimony

will explain: (i) the weather normalization pro-forma adjustment, (ii) the year-end

1

A.

A.

4
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1

2

3

4

5

6

customer annualization pro-forma adjustment, (iii) the class cost-of-service study, and

(iv) rate design, including phased-in residential customer charge increases. The Weather

Normalization and Year-End Customer Annualization pro-forma adjustments are shown

in Schedule C-2. Additionally, I will discuss the Company's proposal to meet with

interested stakeholders to discuss equitable and effective ways to mitigate the impact of

the proposed rate increase on low-income customers and to expand the eligibility of low-

7 income assistance programs.

8

9 Could you please summarize your Direct Testimony'

10

11

12

13

First, I am proposing weather normalization and customer annualization adjustments to

reflect test-year billing determinants (customer count and usage) under normal weather

and year-end customer levels. Commission-approved methodologies were used for both

adjustments.

14

15

16

17

18

19

20

Second, I discuss the Company's class cost-of-sewice study. As in UNS Gas' last

general rate case, I allocated mains and regulators (a substantial component of non-

commodity costs) on proportional responsibility and customer costs on weighted

customers, these methods were approved in that last general rate case. The cost-of-

service study follows the traditional "functionalize, classify, and allocate" structure

previously approved in the Company's prior rate cases.

21

22

23

24

25

26

Third, I discuss the Company's rate design proposals. To enhance revenue stability and

geographic equity among weather-sensitive customers (including residential customers),

the Company is proposing modest customer charge increases for each customer class.

These higher customer charges help shield cost recovery from the uncertainties of

fluctuating weather-sensitive therm usage, which is appropriate because costs (except for

27

Q.

A.

I Docket No. G-04204A-06-0463; Decision No. 70011 (November 27, 2007).

2
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1 the commodity cost of gas) are largely fixed. Weather fluctuations result in a mismatch

2 between utility expenditures which are not significantly weather sensitive - and receipts

3 which under the current rate design are highly weather sensitive.

4

The Company

proposes that residential customer charges be increased in three phases to smooth the

5

6

7

8

9

10

transition to more cost-based customer charges. Phase l ($8.50 to $l0) will begin when

rates go into effect pursuant to the order in this case, and will continue for one year.

Phase 2 (5510 to 3912) begins at the one year mark and continues for an additional year,

and Phase 3 (3812 to $l4) follows -- beginning two years after the initial Phase l

implementation. There would be a corresponding revision to the volumetric charge for

each phase to achieve revenue neutrality.

11

12

13

Finally, I will discuss the Company's proposal to meet with interested stakeholders to try

to reach a consensus on the modification and expansion of low-income assistance

14 programs.

15

16 11. WEATHER NORMALIZATION.

17

18 Q- What is the purpose of a weather normalization adjustment?

19

20

21

22

23

24

25

26

27

A weather normalization adjustment is perfonned to represent test-year sales, revenues

and costs under normal weather conditions. Energy consumption for several UNS Gas

customer classes is weather sensitive. For instance, a significant portion of energy usage

in the winter comes from space heating. Some winters, however, are cooler than normal

and the Company receives more revenues, and incurs more costs, as a result. This is

because it takes more energy for customers to warm their homes and businesses when the

average temperature is lower during the winter months. But a warmer than normal winter

can result in the Company receiving less revenue and incurring less cost, because less

energy is needed to heat homes and businesses. Hence, the purpose of weather

A.

3
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1

2

3

4

5

normalization is to "average" out these differences, so one can get a better sense as to

what the Company is likely to receive in revenues and incur as costs during a particular

year. In other words, the weather normalization adjustment quantities the change in

therm sales, revenue and costs that would have occurred if the weather in the test-year

had been typical.

6

7 Q- How is annual usage normalized based on the weather in order to make this

8 adjustment?

9 A.

10

11

12

13

14

The industry uses a variable known as heating degree days ("HDD") to measure the

severity of weather. Gas heating requirements are small when average daily temperatures

are greater than 65 degrees Fahrenheit. In other words, customers will generally have no

need for heating when temperatures are at or above 65 degrees Fahrenheit. Therefore, a

HDD is measured by subtracting 65 degrees from the average of the maximum and

minimum temperature for that day. Negative results for HDD calculations are set to zero.

15

16

17

Actual HDDs for the UNS Gas service area are then compared to what the typical or

normal weather has been in those areas. The normal weather for each calendar month is

then determined as the average of monthly HDDs that have been recorded over the last18

19 ten years.

20

21 Q. Please explain further the weather normalization calculation.

22 A.

23

24

25

26

27

To quantify how much gas usage changes in response to weather deviating from normal,

the statistical technique of linear regression analysis was used. Regression analysis is

used to estimate how much a dependent variable "y" (e.g., average use-per-customer

("UPC")) changes in response to some change in an independent variable "x" (e.g.,

HDD). This estimate, the slope coefficient (rise over run), represents the change in "y"

divided by the change in "x." Specifically, the analysis focused on the consumption

4
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1

2

3

4

5

behavior of a single average customer - on this customer's UPC. Regression models

estimate how much gas UPC changed in response to a change of one HDD. To put it

another way, regression estimates the change in an average customer's monthly gas usage

associated with a one degree (Fahrenheit) change in each hour of a single day's

temperature (a one HDD change).

6

7

8

This analysis is conducted by month, by class, and by geographical area; A monthly

analysis recognizes that the impact on UPC of HDD varies by month. UNS Gas has six

9

10

distinct geographical areas (referred to in Company documents as "Trend Areas")

Flagstaff, Kinsman, Nogales (Santa Cruz county), Prescott, Verde, and Show Low.

11

12

13

When regression is used for weather adjustments, one multiplies the slope coefficient

(change in UPC/change in HDD) by the deviation from normal weather (i.e., the

14 difference in normal and actual HDD (which is: HDDN HDDA)). Note that when

15 actual HDD ("HDDA") is greater than normal HDD ("HDDN"), the calculated difference

16 is negative. A negative adjustment here is indicative of a colder than normal month. To

17 normalize UPC, a negative adjustment is added to actual UPC and a normalized UPC

lower than the actual UPC results. In this case, we can say that weather was more18

19 extreme than normal (i.e., cooler in the winter), on average.

20

21 Likewise, when HDDA is less than HDDN, the calculated difference is positive. A

22

23

24

25

positive adjustment here is indicative of a warmer than normal month. To normalize

UPC, a positive adj vestment is added to actual UPC and a normalized UPC higher than the

actual UPC results. In this case, we can say that weather was less extreme than normal

(i. e., warmer (less cold) in the winter), on average.

26

27

5
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1

2

3

4

5

6

The result of this calculation is the weather adjustment in terms per customer. To obtain

the total weather adjustment, the weather adjustment per customer is simply multiplied

by number of customers. Since the number of customers should be positive, a negative

weather adjustment per customer must result in a negative overall weather adjustment.

And a positive weather adjustment per customer must result in a positive overall weather

adjustment.

7

8 Q- Is a weather normalization adjustment performed for all classes?

9 No. Weather normalization calculations were performed only for weather sensitive

10

11

12

classes, as identified through regression analysis. The weather sensitive classes for UNS

Gas are residential, commercial, and public authority. Regression analysis revealed no

statistically significant relationship between the industrial class' usage and weather,

therefore, no industrial weather adjustment is proposed.13

14

15 Q. What did your calculations show?

16

17

18

Overall, weather was more extreme than normal during the test year (i.e., colder in the

winter, on average). Therefore, sales were slightly higher than normal resulting in a

"negative" adjustment to sales volumes (terms).

19

20 Q. What was the effect of weather adjustments on test-year sales volumes?

21

22

Because sa les  were s light ly higher  than nonna ,  it  is  necessary to make nega t ive

adjustments to reflect a "normalized" level of sales. The net result of these weather

23 The

24

normalization adjustments was to adjust the total actual sales volumes downward.

weather adjustment was a negative 2,896,863 terms, approximately 2% of sales.

25

26

27

A.

A.

A.

6
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1 111. CUSTOMER ANNUALIZATION ADJUSTMENT.

2

3 Q. What is the purpose of a customer annualization adjustment in the rate-making

4

5

6

7

process?

Customer almualization adjustments should restate the number of test-year bills and

volumes tobe consistent with (but not necessarily equal to) the number of customers on

the system at the end of the test-year. Customers should expect a positive customer

8 adjustment on a growing system.

additions to both customers and terms.

A positive customer adjustment typically entails

9

10

11 Q. Is your customer annualization adjustment positive given that the UNS Gas system

12 is growing?

13 No, the adjustment is negative. The customer annualization adjustment, exclusive of an

14 adjustment for a specific industrial customer, is a negative 837,517 terms. This

15

16

17

18

adjustment follows the simple methodology that was supported by both the Staff and

RUCO in the Company's last general rate case, and approved in Decision No. 70011.

This approved adjustment methodology must now be applied consistently and uniformly

to avoid biasing the customer annualization adjustment results.

19

20 Q-

21 A.

22

23

24

25

26

Why is the customer annualization adjustment negative?

Under the methodology approved in Decision No. 70011, the monthly customers during

the test year are brought equal to the year-end customer count levels. Assuming that

customers grow by a positive amount each and every month, there will be a positive

customer annualization adjustment for each month, and therefore a positive overall

customer annualization adjustment. Customer counts in early months of the test-year

would need to be adjusted upward (a positive adjustment) to bring them to test year-end

27 levels.

A.

A.

7
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1

2

3

4

5

6

7

8

However, customer counts on the UNS Gas system often follow a more cyclical, seasonal

pattern, with the customer count falling during the summer months. If the test-year ends

during the summer (as in this case in June 2008), the test-year-end customer count may

be less than some of the monthly customer counts during the previous eleven months of

the test year. If months prior to test-year-end have customer counts greater than test year-

end levels, the approved annualization methodology will lead to negative annualization

adjustments for these months. A negative annualization adjustment means that a month's

customer count would need to be adjusted downward to the lower  customer count

9 prevailing at test-year end.

10

11

12

13

14

15

16

17

18

19

In this proceeding, there are enough negative monthly adjustments to tip the net customer

annualization adjustment (the sum of all annualization adjustments across months and

across classes) negative, even for the growing UNS Gas system. Because the Company's

proposal in the last general rate case to adjust for cyclicality in the customer count was

rejected by the Commission,  I am supporting the proposed negative annualization

adjustment  on the grounds tha t  it  is  ca lcula ted using the Commission-approved

methodology. Had the Company's adjustment for cyclicality been employed in this

proceeding's customer annualization, the customer armualization adjustment would have

brought monthly adjusted customers to levels adjusted for cyclicality and consistent with

20 test-year-end levels - not simply to levels equal to year-end levels.

21

22 Q. What was the effect of customer annualization adjustments on test-year sales

23 volumes?

24 A.

25

26

Adding the negative 837,517 theme adjustment discussed above to a negative customer

annualization adjustment of 2,290,881 terms attributable to one of the Company's

industrial customers yields a total customer annualization adjustment of a negative

27 3,128,398 terms.

8
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1 Q- Please discuss the negative 2,290,881 therm adjustment attributable to the specific

2 industrial customer.

3

4

5

6

One of the Company's industrial customers has dual fuel capability, and used

significantly more gas during the test year than during the previous four years. In fact,

this industrial customer's usage was over twice as large in the test year than the average

over the four years prior to the test year. There is no reason to expect this significantly

increased usage to persist during coming periods. In fact, the customer is eliminating a7

8 production line at its facility and making job cuts. The negative 2,290,881 therm

9

10

11

customer annualization adjustment was calculating by subtracting this customer's test

year purchases from average annual purchases for the past five years (with the high

consumption test year being the last year in the five year period).

12

13 Q-

14

15

16

17

18

How does the customer annualization adjustment affect test-year customers and sales?

Negative customer annualization adjustments affect customers and terms. This means

that adjusted billing detenninants, both customers and terms, will have been "on

average" adjusted downward. I say "on average" because some classes may effectively

see customer and/or then decreases, while other classes may see the opposite. The

customer annualization adjustment's customer count varies by class, however, the net

effect is as if there is a reduction in "average" customers.19

20

21 IV. CLASS COST-OF-SERVICE STUDY.

22

23 Q-

24 A.

25

26

What is the purpose of a class cost-of-service study?

The ultimate purpose of a class cost-of-service study is to assign each cost component to

the respective classes in order to determine an appropriate total cost to serve each class.

An additional purpose is to assign each component a cost "classification" such as

demand-related, energy-related or customer-related. A cost component may be one of27

A.

A.

9
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1

2

3

4

three things: (l) an individual rate base or expense account as defined in the FERC

Uniform System of Accounts, (2) a portion of a single FERC account (e.g., the "demand-

related" portion of an account), or (3) some composite of accounts. Using composites of

accounts helps reduce the physical size of the model.

5

6 Q-

7 A.

What are the steps in designing a class cost-of~service study?

There are three basic steps involved in developing a class cost-of-service study. Those

8 steps are fictionalization, classification, and allocation. Functionalization involves

9

10

11

12

13

14

grouping cost components by purpose or function. Some examples of functions include

distribution mains, distribution regulators, and metering. The class cost-of-service study

presented by the Company in this proceeding identifies over twenty different functions.

The next step, classification, involves identifying each function as demand-related,

energy-related or customer-related. The final step, allocation, involves apportioning each

cost component to the classes of service (e.g., residential, commercial and industrial).

15

16 Q- Please describe how costs are classified for purposes of the class cost-of-service

17

18 A.

19 These demand-classified costs are either coincident,

20

21

22

23

24

study.

Costs classified as demand are most affected by capacity requirements at the time of

maximum (peak) consumption.

meaning that they occur at the same time, or non-coincident, meaning they occur at times

that may vary. Coincident demands tend to be more correlated with the costs of

"upstream" facilities (i.e., common facilities sewing all customers or the bulk of the

customers). Non-coincident demands become more correlated with cost of facilities as

we move downstream though the distribution system to the end-users. Non-coincident

demands are more localized.25

26

27

10



1

l Costs classified as energy are most affected by therm sales by class.

2 classified as "customer" are based on class customer counts

Finally, costs

either non-weighted counts

3

4

5

or weighted counts. Weighted counts take into account not just the number of customers

but the level of costs imposed by the customers. In dealing with billing costs, for

example, a residential customer may be defined as one "weighted customer" and an

industrial customer that costs 20 times as much to bill would count as 20 "weighted6

7 customers .as

8

9 Q.

10

Please describe the allocation step in designing a class cost-of-service study?

As I stated above, allocation involves assigning each cost component to the dif ferent

classes of service, including residential, commercial and industrial. Each function has a11

12 single allocation factor that applies to all cost components in that function. The

13

14

15

allocation factor should be based upon an equitable method that harmonizes the cost-

causation with the functional cost being considered. In other words, the allocation should

be done in a way where the cost-causation for the functional cost considered is properly

16 identified.

17

18 Q-

19

20

21

22

23

Please describe the class cost-of-service study model used in this proceeding.

The model, created in Microsoft Excel, starts with cost components by function, known

as functionalized costs. The model presents functionalized and classified costs vertically

(i.e., in rows down the spreadsheet) and the allocation of costs to rate classes horizontally

(i.e., in columns across the spreadsheet). Each functionalized and classified cost is then

fully allocated to the customer classes. The percentage of a given cost allocated to a

24 specific class will depend on the function and its associated allocation factor. A cost

25

26

associated with billing customers, for example, should be allocated so that it reasonably

approximates the cost of billing the customers by class. As mentioned above, a weighted

27

A.

A.

11
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1 customer basis would be used to derive a factor that reflects both the number of

2 customers by class and the level of costs each customer class imposes.

3

4 Q- Are there different types of allocation factors?

5 Yes. Some allocation factors used are "external" allocation factors. External allocation

6 factors are detennined independent of the magnitude of specific costs in the class cost-of-

7 service study (i.e. the external allocation factor is developed in an analysis separate from

distribution mains8 external allocation factor

9

the study). An example of an is

("DISTMAIN") listed in the class cost-of-service study as a demand-related factor used

10 for the allocation of distribution mains. This factor is based on the Proportional

11 Responsibility method discussed below.

12

13 Q. Are there internal allocation factors?

14 A.

15

16

17

18

19

20

Yes, an internal allocation factor is calculated within the class cost-of-service study

model and is dependent on the cost components found therein. For example,

Accumulated Deferred Income Taxes are allocated based on Total Plant in Service

("PLANT"). Total Plant in Service is a composite of different plant categories (e.g. ,

intangible, transmission, distribution, and general). To the extent that plant categories are

allocated differently, the Total Plant in Service allocator will vary based on the level of

different plant types. Total Plant in Service, like all internal allocation factors, is a

21 The relative size of cost components

22

weighted average of other allocation factors.

determines the weights in the weighted average.

23

24 Q- Is there a listing of allocation factors?

25 A. Yes . Allocation factors are listed in Schedule G-7. As shown, some factors are

26 "customer-related." Studies on metering, services and meter reading provide the basis for

27

A.

12
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l the customer-related factors. Additionally, there are factors based on labor costs,

2 throughput or internal factors based on individual or aggregate costs.

3

4

5 A.

6

7

8

9

10

11

12

13

Please describe the Proportional Responsibility method?

The Proportional Responsibility method is based on the respective class' share of total

load in each of the twelve months for the test-year. The peak load months are more

heavi.ly weighted under Proportional Responsibility. A class' share of total load in low

load months has only a small impact on the factor. Several allocation factors, including

DISTR, DISTMAIN, DISTREG and TRANS are based on proportional responsibility.

Factors such as DISTR, DISTMAIN, DISTREG and TRANS are external factors because

the Proportional Responsibility method is based on class loads, and is calculated

independently of the magnitude of any cost components. The Proportional Responsibility

method drives many significant costs in the class cost-of-service study model.

Q~ Has the Proportional Responsibility method been used in a previous general rate

14

15

16

17

18

19

A.

case filing?

Yes. This method was used and approved in Docket No. G-01032A-02-0598, Decision

No. 66028 (July 3, 2003), when the Commission approved the Citizens Communications

Company ("Citizens") Settlement Agreement, and in UNS Gas' last general rate case,

Docket No. G-04204A-07-0643, Decision No.700ll (November 27, 2007).20

21

22 Q-

23

Have you allocated your proposed revenue by class so as to generate an equalized

return by class, as indicated by your class cost-of-service study?

24 A. No. Revenues by class were set so that the percentage revenue increases were close to

25

26

the system average revenue increase, exclusive of gas costs and other operating revenue.

This helps mitigate the adverse rate impact on any class. Revenue by class is provided in

the G Schedules.27

13
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1 v. RATE DESIGN.

2

3 Q.

4

5

What are the Company's objectives in rate design?

The Company has two primary objectives in rate design: i) to more equitably collect the

Company's fixed costs, and ii) to expand programs for our low-income customers in

collaboration with interested stakeholders.6

7

8 Q- Please summarize your rate design recommendations.

9

10

11

First, UNS Gas proposes an increase in monthly customer charges to levels that better

match the true customer-related costs, as indicated by the class cost-of-service study.

Under the class cost-of-service study, the "bare bones" monthly customer charges are

12

13

calculated to be $18.15 for residential service, approximately $19.00 for small

$220.00commercial/industrial customers and for large

14 commercial/industrial customers.

approximately

"Bare-bones" customer charges restrict the customer

15

16

17

18

19

20

classification to metering, meter-reading, service (service drop) to the specific customer,

customer service and billing. No demand-related distribution mains or distribution

regulators are included, as they may be under a minimum system or zero intercept

approach. The "bare-bones" approach leads to relatively low customer charges.

However, we do not propose increasing monthly customer charges all the way to the

charges suggested by the class cost-of-service study.

21

22

23

24

25

26

27

For residential service, the increases will be phased-in over two years. Phase 1 will go

into effect upon approval of the rate increase. The Phase 2 and Phase 3 rate designs

(implemented one year and two years, respectively, after rates go into effect in Phase 1)

are based on approved test-year billing determinants, and are revenue neutral with respect

to Phase 1 rates, in that test-year proposed revenue remains unchanged. UNS Gas

proposes to increase residential customer charges from the current $8.50 per month to

A.

A.

14



I

1

2

3

4

5

6

7

8

9

10

11

$10.00 per month when new rates are implemented. The proposed rates per therm

(exclusive of gas commodity costs) are proposed initially (in Phase 1) to be $0.3920. One

year after the rate implementation, UNS Gas proposes a $2.00 per month residential

customer charge increase, bringing the customer charge to $12.00 per month in Phase 2.

With the increase in the customer charge to $12.00, the volumetric charges will be

lowered to achieve the approved revenue requirement. Revenue neutrality is maintained

at the one-year mark by lowering rates per therm (exclusive of gas commodity costs) to

$0.3479. In Phase 3, commencing two years after rates go into effect, the customer

charge is increased to $14.00 and revenue neutrality is maintained at this two-year mark

by lowering rates per therm (exclusive of gas commodity costs) to $0.3039. Even in

Phase 3, the customer charge will still be less than the $18.15 "bare-bones" customer

12 charge supported by the class cost-of-service study.

13

14

15

16

17

18

19

Customer charges for non-residential classes generally also are raised closer to levels

indicated by the class cost-of-service study. UNS Gas is proposing customer charges of

$15.50 for small commercial/industrial customers (from the current $13.50) and $105.00

for large commercial/industrial customers (from the current $l00.00). The proposed

CommerciaVindustrial charges are aligned more closely to the true costs of providing

service. Increased customer charges will aid in the recovery of fixed costs.

20

21 Q- Why are customer charges preferred to volumetric (per therm) charges in

22 recovering fixed costs?

23

24

25

26

27

UNS Gas currently collects the bulk of its fixed costs through a volumetric charge.

Within the residential class, however, the periodic variation in throughput has limited

impact on the true, non-commodity cost of serving customers Because most non-

commodity costs are fixed, there is a potential for a mismatch between costs and revenue

if a substantial portion of revenue is recovered through weather-sensitive sales. To help

A.

15
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I

1

2

address this mismatch, customer charges can be increased. When customer charges are

increased, volumetric charges are decreased, given a revenue requirement and other

3 things constant.

variations within a month, with conservation efforts, or

Customer charge revenue does not vary significantly with weather

in the short run - with4

5

6

7

economic activity. Consequently, customer charges provide a relatively stable and

predictable source for funding fixed costs, which constitute the bulk of a gas system's

costs (exclusive of the commodity cost of gas, which is a pass-through).

8

9 Q. Does the current recovery of fixed costs through volumetric charges create

10

11

12

13

14

15

16

problems other than revenue instability"

Yes. First, the collection of significant fixed cost through volumetric charges places a

disproportionate burden on larger energy users, which in tum results in a geographical

inequity. Customers in cooler areas have higher usage, on average, and pay more than

their share of fixed costs. If the Company can shift revenue collection away from

volumetric charges, it can minimize the cross-subsidization that occurs when usage

within customer classes varies significantly based on geography and climate.

17

18

19

20

21

Second, the over-use of volumetric charges for fixed cost recovery creates an economic

disincentive to the utility in promoting conservation. If margin is collected primarily

through usage (volumetrically), conservation may significantly erode a gas distribution

utility's ability to earn its authorized rate of return.

22

23 Q. How has the nature of UNS Gas' service territory exacerbated the geographical

24

25

26

27

inequity?

Since natural gas usage is driven largely by weather, the Company's current rates have

resulted in customers in cooler areas (i.e., districts with more HDDs) subsidizing those

living in warmer areas. This disparity is exacerbated by the stark geographic differences

A.

A.

16
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1

2

in UNS Gas' service ten~itory, which includes areas that are either among the coldest (Ag.

Flagstaff) or the hottest (Ag. Lake Havasu City) parts of Arizona. Customers in the

3 coldest corners of our service territory those affected most by rising costs on the

4

5

volumetric, gas commodity portion of their bills during home heating season - have

borne the additional burden of subsidizing the fixed cost of serving customers who spend

their winters in far more moderate climates.6

7

8 Q- Have you performed an analysis to illustrate the subsidy of warmer districts by

cooler districts?9

10 Yes. Attached to my Direct Testimony as Exhibit DBE-1, is a table that shows average

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

annual residential consumption and margin revenue for ten locations in the UNS Gas

service territory. Margin does not include the commodity cost of gas. By "margin", I

mean the sum of the: (i) customer charge, and (ii) portion of the volumetric charge not

related to the commodity cost of gas. Margin covers the costs of customer service,

billing, metering, meter reading, service drop, mains, and other non-gas resources and

infrastructure serving UNS Gas' customers. The data illustrates the disparity between

what average customers in certain locations contribute to margin. For example, the

typical residential customer in Flagstaff currently pays an annual margin (i.e., charges

excluding actual gas commodity costs) of $328, $145 more than the $183 paid by the

typical residential customer in Lake Havasu (see column 2 of Exhibit DBE-1). Cost-of-

service analysis indicates that a $145 margin differential between these two customers is

too high. Assuming proposed revenue levels,  and a cost-based customer charge of

$18.15 per month (which is higher than any of the Company's proposed residential

customer charges), the Flagstaff customer pays a $364 margin, which is only $93 more

than the $271 paid by the Lake Havasu customer (see column 6 of Exhibit DBE-1).

26

27

A.

17
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1

2

3

4

Because of the different overall revenue levels (i.e., current rates v. proposed rates), a

comparison of the average Flagstaff bill as a percentage of the Lake Havasu bill is

enlightening. Using the data from Exhibit DBE-l, I have compiled the following table

that illustrates how the Company's phased-in increase in customer charges is a movement

toward more cost-based rates.5

6

7 Table I -- Flagstaff/ Lake Havasu Average Annual Bills EXCLUDING Gas Commodity costs

8
Current
($8. 50)

Phase I
(810)

Phase 2
($12)

Phase 3
($I4)

Cost-Based
($ I8. I5)9

10 $391 $384 $378 $364

11

F!agstajf8iI! $328

Havasu Bill $231 $271

$9312

$183

$145

$218

$173 $154

$244

$134

13

Deference

Das % 79% 79% 67% 55% 34%

14

15

16

17

18

19

20

The "Diff as %" shows the difference in Flagstaff and Lake Havasu bills as a percent of

Lake Havasu bills. This.line shows that under cost-based rates an average Flagstaff bill

should be only 34% higher than the average Lake Havasu bill. Currently, the average

Flagstaff bill is 79% higher than the average Lake Havasu bill. Between Phases 1 and 3

of the proposed customer charge implementation, the excess of Flagstaff over Lake

Havasu bills falls from 79% to 55%, which is a marked improvement and a movement to

cost-based rates.21

22

23

24

25

26

27

18
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1 Q-

2

3

4

5

6

7

8

How do you respond to the criticism raised in past rate cases that the Company is

just seeking to recover through higher customer charges as much of its margin as

possible and that such a rate design will encourage greater use of natural gas at a

time when an increase in natural gas demand is coupled with shortages of supply"

I disagree with both criticisms. While a utility is always seeking to earn its authorized

return, the main driver for our rate design is to resolve a gross inequity in the current rate

design that adversely impacts cold weather customers, leads to revenue instability, and

constitutes an economic disincentive for promoting conservation.

9

10

12

13

14

15

16

17

18

19

20

21

22

23

24

25

The Company's rate design hardly guarantees achieving its authorized rate-of-return

("ROR"). A significant percentage of margin recovery will still be collected through the

volumetric charges, even in Phase 3 of the residential customer charge increases.

Focusing on residential R-10 (the main residential rate responsible for approximately

69% of system margin revenue),64% of margin currently is collected volumetrically, and

only 36% is collected through customer charges. Based on costs, and pursuant to the

class cost-of-service study, approximately l7.5% of the margin should be calculated

volumetrically (through per therm charges), another 17.5% should be collected through

some type of demand or reservation charge (not used in current nor proposed rates), and

the remaining 65% should be collected through customer charges. For simplicity, I will

combine the volumetric and demand components (each l7.5%) into a single volumetric

component (35%). Some cost analysts would split the 17.5% demand component

between the customer and volumetric components, instead of assigning it solely to the

volumetric component, as I have done for simplicity. Such a splitting of the 17.5%

demand component supports collecting more than 65% of residential margin through

customer charges, but would move away from my "bare-bones" approach to customer

26 charges.

27

A.

19
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1

2

3

4

5

6

7

8

Lm summary, around 36% of residential margin is currently collected through customer

charges, but the class cost-of-sewice study indicates that at least 65% of residential

margin should be collected through customer charges. This cost-based residential result

is almost a complete reversal of the current situation. UNS Gas' current rates are mostly

driven by the volumetric component, while the Company's costs are mostly fixed. The

goal of having residential rates match cost causation is currently not being met.

Furthennore, the analysis below demonstrates that this goal is not fully met under the

proposed rates either, though there is some movement toward the goal.

9

10 Q- Please discuss the recovery of residential margin revenue under the Company's

11 proposed phased-in customer charge increase.

12

13

14

The table below shows that even in Phase 3 of the residential customer charge increase,

the percentage of margin recovery through customer charges falls short of the 65% cost-

based target.

15

16 Table 2 - Percentage of Residential R-10 Margin Collected through Customer Charges

17

18
Residential R-I0 Rate

Percent Collected
Through Customer

Charge
19

20
36%
36%

2 1 43%

22

Current ($8.50/mo.)
Proposed - Phase 1($10.00/mo.)
Proposed - Phase 2 (One year after new rates

become effective) ($12.00/rno.)
Proposed - Phase 3 (Two-years year after new rates

become effective) ($14.00/mo.) 50%

23
Cost-of-Service Target ($18. 15/mo.) 65%

24

25 met, but

26

27

The 65% cost-based target is not the Company's proposed rate design is a

movement in the right direction. The Company's customer charge proposal is a balance

between limiting bill impacts and mitigating undue subsidization of warmer areas by

A.

20
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I

1 cooler areas. I believe this is consistent with the Coinlnission's resolution of the

2 customer charge issue in Decision No. 70011.

3

4 Q.

5 A.

Will the increased customer charge reduce the incentive to conserve?

Not materially. The proposed customer charges and volumetric charges will provide the

6 appropriate incentive to conserve neither too little incentive nor too much incentive

7

8

9

10

11

12

13

14

15

given cost considerations and the relative prices of energy substitutes like electricity,

propane and firewood. Despite the fact that higher customer charges result in lower

volumetric charges, customers will still have plenty of incentive to conserve natural gas

because they avoid some very significant gas commodity costs. The commodity cost of

natural gas has been increasing at around 2.5 times the rate of inflation over the last four

years. Customers pay for the amount of natural gas they actually consume through UNS

Gas' PGA. The gas commodity portion of the average residential bill is even greater

(approximately 60%) than the margin portion (approximately 40%). The substantial

commodity portion will continue to provide customers a strong incentive to conserve

16 natural gas.

17

18 Q- Have you considered other mechanisms for addressing the current mismatch

19 between revenues and costs and the resulting cross-subsidization between

20 customers?

21

22

23

24

25

26

27

Yes. UNS Gas considered a recurring "reservation" (demand) charge based on a

customer's maximum usage over the past twelve months. To the extent that potential

peak requirements affect sizing of facilities to the end-use customer, this reservation

charge could help match billing to cost-causation, which is desirable for an equitable rate

design. As mentioned, around 17.5% of residential revenue could be recovered through

the reservation charge, based on the cost-of-service study. However, this would be a

major change in rate structure and may be better suited for a future proceeding.

A.

21
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1 VI. LOW-INCOME PROGRAMS.

2

3 Q.

4

5

6

7

8

9

10

Is the Company proposing any changes to its CARES pricing plan in its initial

testimony?

Yes. UNS Gas proposes to increase the non-CARES residential rate but not the CARES

rate, the rates are "De-linked" in that the proposed CARES rate is no longer simply the

non-CARES residential rate with $0.15 per therm subtracted from the price for the first

100 terms in the billing months of November through April. The Company is retaining

the CARES pricing plan, and proposes to hold the customer charge and the non-

commodity volumetric charges at current levels. Also, CARES customers will not see

the phased-in customer charge increases applicable to the non-CARES residential rate.11

12

13

14

15

16

Q.

17

18

19

20

21

22

23

24

25

26

27

Please discuss your proposal to have interested stakeholders meet to discuss the

potential expansion of low-income programs.

UNS Gas supports a collaborative effort of interested stakeholders aimed at providing a

discount in the commodity cost of gas to CARES customers and/or establishing a

discount through a gas cost cap specifically for CARES customers. These discounts

would be fully recoverable though the Purchased Gas Adjustor ("PGA") from other retail

customers. Stakeholders would discuss the level and applicability of any discounts. Gas

costs discounts would represent an expansion of the package of discounts already

applicable to CARES customers and could provide certainty that, after the proposed rate

implementation, that CARES customers will see an effective "all-in" price (inclusive of

gas costs) at or below any effective "all-in" price under current rates. UNS Gas will

work quickly to schedule these meetings with stakeholders after the filing of this case to

discuss low-income programs. In the event that consensus is reached, UNS Gas will file

testimony in support of agreed-upon modifications to the CARES program. In the event

that the Commission accepts any PGA discounts and/or a PGA cap for CARES

A.

A.

22
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1

2

customers, a conforming change to the Company's PGA mechanism will also be

required.

3

4 Q-

5

6

7

8

9

10

11

12

13

14

15

16

Does UNS Gas support the expansion of assistance programs beyond the CARES-

eligible group?

Yes. UNS Gas recognizes than there are residential customers with income exceeding

150% of poverty level who are not eligible for the CARES program, but who struggle to

pay utility bills. The Company proposes to meet with interested stakeholder, and

collaboratively design a program for needy customers who do not qualify for CARES.

One possible approach, for example, would be to design a program for customers with

incomes between 150% and 200% of the poverty level. The specifics, including

eligibility requirements and discount levels of the program, would be worked-out

collaboratively among the stakeholders. The Company's support is conditioned on the

program: i) being fully-funded by other retail customers, preferably through the PGA,

and ii) being billable through the customer information and billing system. Assuming

that consensus can be reached on a new customer assistance program, the Company will

file testimony supporting it.17

18

19 VII. PROPOSED TARIFF.

20

21

22

Q- Are UNS Gas' proposed tariffs included with your Direct Testimony?

Yes, the proposed tariffs are attached to my Direct Testimony as Exhibits DBE-2 (a)

(clean copy) and DBE-2 (b) (redlined copy).23

24

25 Q- Does this conclude your Direct Testimony?

26 Yes, it does.

27

A.

A.

A.

23
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llnisuurce UNS Gas, Inc.

l Pricing Plan Summary
I SERVICES
I
I

i
Q.

Pricing Plan Pricing Plan Title Therm Limits Effective Date
Customer

Charge

Charge per Therm

(Excluding CNG)
ACC Decision

¥
f
.s

I

R-10 Residential Gas Service XX/X/XX 51000 $08920 XXXXX

R-10 Residenlid Gas Service XX/X/XX $12.00 $0.3480 XXXXX

Z R-10 Residential Gas Service XX/X/XX $14.00 $08039 XXXXX

XX/X/XX $7.00 x>0(xx
4 R-12

C.A.R.E.S. ($0.15 discount applicable for

billing months of November - April)

Summer $0327000

Winter 50.177000

C-20 Small Volume Commercial Service XX/X/XX XXXXX

C-22 XX/X/XX

$15.50

$105.00 XXXXX

1-30

Large Volume Canmercial Service

Small Volume Industrial Service XX/X/XX $1550

30.3168

$02054

$02808 XXXXX

1-32 XX/X/XX XXXXX

PAJ40 XX/X/XX

$10500

$15.50

$0.1136

50.3104 XXXXX

PA42

s 120_000 herms

> 120,000 terms

s 120,000 terms

> 120,000 terms

s 120,000 thefts

> 120,000 terms XX/X/XX $105.00 $0.1430 XXXXX

PA-44 XX/XIXX Various XXXXX

IR-60 XX/X/XX $15.50 508804 XXXXX

0G84

Large Volume Industrial Service

Small Volume putin Authority Service

Large Volume Puliic Authority Service

Special Gas Light Service

Irrigation Service

Competitive Gas Service > 10,000 terms XX/X/XX XXXXX

CNG~1 XX/XIXX

Negotiated

Various XXXXX

EC-1

Compressed Natural Gas Service

Electric Cogeneration Service XX/XIXX $105.00 $00488 XXXXX

M!SC~1 Miscellaneous Service Fees XX/XIXX Various XXXXX

NSP-1 Negotiated Sales Progam xx/></xx Negotiated XXXXX

T-1
Transportation of Customer~Secured

Natural Gas
> 120.000 terms XX/XIXX

Othenuise applicable base rates less

embedded gas costs
XXXXX

T-2
Transportation Service Using Dedicated

Transmission Facilities
> 120,000 terms XX/X/XX See tariff for detail of applicable charges XXXXX

Q RR-1

RR-2

Purchased Gas Adiustrrent

DSM Adjustor

XX/X/XX

12/1107 NlA $0.0025 per therm

XXXXX

Decision No 70011

;

NOTE
E

r All sales pricing plans above include a Cost of Natural Gas Charge (CNGC) which recovers the cost of natural gas purdwased by UNSG on behalf al its customers.

The CNGC rate shall be subject to increases or decreases by the amount of the Purchased Gas Adjtslment in accordance with the provisions of Ride RR-1

r
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§
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UNS Gas, Inc.

Pricing Plan R-10
Residential Gas ServiceSERVICES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
Subject to availability, at point of delivery, to residential gas service in individual residences and individually metered
apartments when all service is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month as of mm-dd-yyyy @
Minimum Customer Charge per month as of mm-dd-yyyy @
Minimum Customer Charge per month as of mm-dd-yyyy @

$10.00
$12.00
$14.00

Delivery Charge per therm as of mm-dd-yyyy @
Delivery Charge per therm as of mm-dd-yyyy @
Delivery Charge per therm as of mm-dd-yyyy @

$03920
$0.3480
$0.3039

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

R-10
PENDING
1 of 1
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UNS Gas, Inc.
Pricing Plan R-12

Customer Assistance Residential Energy Support
(C.A.R.E.S.)

i
4

Customers who wrongfully declare eligibility or fail to notify the Company when they no longer meet the eligibility
requirements may be rebelled for the period of ineligibility under their otherwise applicable residential pricing plan.

iE It is the responsibility of the customer to notify the Company within thirty (30) days of any changes in the customer's
eligibility status.

i
TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

| .

*

:

3
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l
I
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Filed By:
Title:
District:

Raymond S. Heyman
Senior \/ice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

R-12
PENDING
2 of 2
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UNS Gas, Inc.
Pricing Plan C-20

Small Volume Commercial ServiceSERVICES

AVAILABILITY
In all territories served by Company at all points wlwere facilities for gas service are available to the premise served.

APPLICABILITY
To all commercial customers whose primary business activity at the location sewed is not provided for under any other
pricing plan, whose usage does not exceed 120,000 terms per year when all service is supplied at one point of delivery,
and whose gas is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.50

Delivery Charge per therm @ $03168

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS .
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:
Title:
District:

Raymond s. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

C-20
PENDING
1 of 1
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llnisuun:e:new UNS Gas, Inc.
Pricing Plan C-22

Large Volume Commercial ServiceSERVICES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLlCABlLlTY
To all commercial customers whose primary business activity at the location sen/ed is not provided for under any other
pricing plan and whose preceding twelve (12) month usage exceeded 120,000 terms. Service is supplied at one point of
delivery and gas is metered through one meter unless the Company, at its sole discretion, chooses to provide service
through multiple meters.

For new customers, their expected usage must exceed 120,000 terms per year.

Any customer transferring from this schedule may not return for a period of twelve (12) billing periods.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $105.00

Delivery Charge per therm @ $02054

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:
Titler
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Sen/ice Area

Tariff No.:
Effective:
Page No.:

C-22
PENDING
1 of 1
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UNS Gas, Inc.

Pricing Plan 1-30
Small Volume Industrial ServiceSERVICES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all customers whose gas usage does not exceed 120,000 terms per year, who are sewed through a single meter, and
whose primary business activity at the location served is included in one of the following classifications of the North
American Classification System, United States:

Sector 11. Agriculture, Forestry, Fishing and Hunting: Subsector 111. Crop Production only,
Sector 21. Mining: All Subsectors,
Sector 22. Utilities: Power Generation Subsectors only, and
Sectors 31-33. Manufacturing: All Subsectors.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.50

Delivery Charge per therm @ $02808

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 -

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

\

Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

1-30
PENDING
1 of 1
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UNS Gas, Inc.
Pricing Plan 1-32

Large Volume Industrial ServiceSERVICES

g
X

AVAILABILITY
In all territories sen/ed by Company at all points where facilities for gas service are available to the premise sewed.

E

I
+

.*
l

3
APPLICABILITY
To all customers whose gas usage over the preceding twelve (12) months exceeded 120,000 terms, and whose primary
business activity at the location served is included in one of the following classifications of the North American Classification
System, United States:

1~
g1

Sector 11. Agriculture, Forestry, Fishing and Hunting: Subsector 111. Crop Production only;
Sector 21. Mining: All Subsectors,
Sector 22. Utilities: Power Generation Subsectors only, and
Sectors 31-33. Manufacturing: All Subsectors.

Service is supplied at one point of delivery and gas is metered through one meter unless the Company, at its sole
discretion, chooses to provide service through multiple meters.

For new customers, their expected usage must exceed 120,000 terms per year.
Any customer transferring from this pricing plan may not return for a period of twelve (12) billing months.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $105.00

Delivery Charge per therm @ $0.1136

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

I4
1

I

4

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

i
F
1

I

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

r
I

1-32
PENDING
1 of 1
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Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:
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llnisnurce UNS Gas, Inc.
Pricing Plan PA-40

Small Volume Public Authority Sen/iceSERVICES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all facilities owned or operated by governmental agencies whose primary business activity at the location served is not
provided for under any other pricing plan or special contract, whose usage does not exceed 120,000 terms per year when
all service is supplied at one point of delivery and gas is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.50

Delivery Charge per therm @ $03104

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

Title:
District:

Raymond s. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Ear

Tariff No.:
Effective:
Page No.:

PA-40
PENDING
1 of 1
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( UNS Gas, Inc.

Pricing Plan PA-42
Large Volume Public Authority Service

r
i

SERVICES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

{

I

i
APPLICABlLfTY
To all facilities owned or operated by governmental agencies whose primary business activity at the location sen/ed is not
provided for under any other pricing plan or special contract. Under this pricing plan, usage over the preceding twelve (12)
months must exceed 120,000 terms when all service is supplied at one point of delivery and gas is metered through one
meter unless the Company, at its sole discretion, chooses to provide service through multiple meters.

For new customers, their expected usage must exceed 120,000 terms per year.

Any customer transferring from this pricing plan may not return for a period of twelve (12) billing months.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $105.00

Delivery Charge per therm @ $0.1430

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

f

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

5
1
r

RULES AND REGULATIONS
The standard RUles and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.
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Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

PA~42
PENDING
1 of 1



llnisnurce UNS Gas, Inc.
Pricing Plan PA-44

Special Gas Light ServiceSERVICES

AVAILABILITY

In all territories served by Company at all points where facilities for gas service are available to the facilities served.

APPLICABILITY
To all public authority customers for the operation by the Company of gas lights for streets in which gas distribution facilities
are located.

RATE

A monthly net bill at the following rates plus any adjustments incorporated in this pricing plan:

Single Orifice @
Double Orifice @
Triple Orifice @
Quadruple Orifice @

$21.57
$43.13
$64.70
$86.27

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

CONDITIONS

Contracts for gas lighting service under this pricing plan must be for a minimum term of five (5) years.

The cost of relocation of any gas light that is requested by the customer will be reimbursed to the Company by the
customer.

The customer is not authorized to make any connections to gas lines sewing individual gas lights or make any
alteration of such lights.

The Company will use diligence in maintaining gas lighting service and monthly bills will not be reduced because
of any gas light outage.

Any special contracts for public authority lighting will be based on an analysis of costs of operation, maintenance,
and investment, Any contracts pursuant to this pricing plan, which provide for higher rates than set forth in this
pricing plan, will be filed with the Arizona Corporation Commission for approval.

2.

1.

3.

4.

5.

Filed By:

Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

no

Tariff No.:
Effective:
Page No.;

PA-44
PEND\NG
1 of 2
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UNS Gas, Inc.
Pricing Plan PA-44

Special Gas Light ServiceSERVICES

I
I

3
i

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

r

I

I

S
l

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

K

i
r
I
I

Filed By:

Title:
District:

Raymond s. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

PA~44
PENDING
2 of 2
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I : .8 UNS Gas, Inc.
Pricing Plan IR-60

Irrigation Sen/iceSERVIEES

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all irrigation customers whose primary business activity at the location sen/ed is not provided for under any other pricing
plan, who operates one or more gas-fueled engines, and gas is metered through one meter.

The Company may require that gas for engine use be separately metered and billed if necessary to prevent abuse or
inequity in the application of this rate.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.50

Delivery Charge per therm @ $03804

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATlONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall applywhere not inconsistent with this pricing plan.

Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Sen/ice Area

Tariff No.:
Effective:
Page No.:

IR-60
PENDING
1 of 1
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Pricing Plan T-1 Supplementary Information

Transportation of Customer-Secured Natural GasSERVICES

Transportation customers procure their own gas and UNS Gas, Inc. ("Company") transports it from the

connection with the interstate pipeline (at the city gate) over the Company's pipeline system to the

customers facility. To qualify, customers must use a minimum of 120,000 terms per year.

The rates per therm for transportation service from the city gate to the customers facility are as follows:

Large Volume Commercial

Large Volume Industrial

Large Volume Public Authority

$02054 per therm

$0.1136 per therm

$01430 per therm

Customers must also pay for the following items:

2.

3.

4.

1. Charges for lost and unaccounted for gas in accordance with Pricing Plan T~1

(Transportation of Customer-Secured Natural Gas),

A minimum Customer Charge of $105 per month,

Telemetering equipment and a telephone line, and

The costs for delivery of gas to the city gate.

Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

89

Tariff No.:
Effective:
Page No.:

T-1
PENDING
1 of 1
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVIIIES

AVAILABILITY
This pricing plan is available to any qualifying Customer for transportation of natural gas by the Company from existing
interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s) on the
Company's system throughout its certificated Arizona Gas Service Area under the following conditions:

The Company has available capacity to render the requested service without construction of any additional
facilities, except as provided by this pricing plan under Facility Additions..

The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-
party transportation agreements with quantities, and for a term compatible with the service being requested from
the Company.

The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-
User.

The Customer's gas to be transported is greater than 120,000 terms per year. A Customer receiving service from
the Company at multiple locations may aggregate meters with annual consumption of no less than 50,000 terms
per meter to qualify for this service provided that all meter locations are served under a single entity. In addition,
the annual consumption of customers that are aggregated must be greater than 120,000 terms per year.

APPLICABIUTY
This pricing plan shall apply to gas transported by the Company for Customer pursuant to the executed service agreement.

The basic transportation service rendered under this pricing plan shall consist of:

(a) The receipt by the Company for the account of the Customer of the Customer's gas at the Receipt Point;

(b) The transportation of gas through the Company's gas system for the account of the Customer; and

(C) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery
Point(s).

Transportation: Service is firm and uninterrupted except for the following:

(8) Curtailment in accordance with the Company's curtailment priority procedures,

(b) When the Company determines it has insufficient capacity on its system or from its upstream pipeline, or

(C) Customer's gas supply to the Company is insufficient to meet its requirement.

4.

3.

2.

1.

1.

2.

Filed By:
Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

T-1
PENDING
1 of 8
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVICES

Any Customer sewed under this pricing plan that requests service under a sales pricing plan is ineligible to return
to transportation service for a period of not less than twelve (12) months.

RATES
A discount from the following rates may be offered at the sole discretion of the Company if such discount is in the best
interest of the Company and its ratepayers. The maximum amount that the Customer shall pay the Company monthly will
be the sum of the following charges:

Customer Charge per Month: $105.00 per meter

Volume Charge: An amount equal to the applicable unit transportation rate for each therm of Customer-secured
gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing
Plan Summary. The volume charge will consist of the following:

(a) An amount equal to the applicable unit sales margin for each therm as set forth in the Customer's
otherwise applicable sales pricing plan for each meter. This volume charge will cover the Company's
Delivery Charge as specified in the currently effective gas sales pricing plan but not including the base
cost of gas specified therein.

(b) An amount to reflect lost and unaccounted for gas as determined by the differential between the gas costs
on a sales basis and gas costs on a purchase basis determined in the development of the currently
effective, Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company, at its sole option,
may allow lost and unaccounted for gas to be paid in kind.

(C) Any applicable imbalance charges as specified in Payment For Excess Quantities of this pricing plan.

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company
in excess of those specified in section (c) above and are deemed by the Company to be applicable to the
transportation sen/ice rendered for the Customer under these pricing plans.

Mini run Charge: The minimum charge will be the Basic Customer Charge per Month plus $0.005 per therm.

ADMINISTRATIVE PROCEDURES

Processing Requests for Transportation Service: Requests for transportation hereunder shat\ be made by, and
shall be deemed to be complete upon, the Customer providing the following information to the Company:

3.

Filed By:
Title:
District:

1.

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

T-1
PENDING
2 of 8
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVICES

f

E

i (a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily
Quantity applicable to each delivery point and estimated total quantities to be received and transported
monthly over the delivery period should be stated individually in terms for each receipt point.I!

3
I

(b) Delivery Point(s): Point(s) of delivery by the Company to the Customer.

13
(C) Term of Service:

i. Date of service requested to commence,
ii. Date service requested to terminate, if known, and
iii. Minimum term for transportation service shall be twelve (12) months.

(d) Performance: A statement from the Customer certifying that the Customer has or will have title to the gas
to be delivered to the Company for transportation and has entered into or will enter into those
arrangements necessary to assure all upstream transportation will be in place prior to the commencement
of service under a Transportation Agreement. The Customers Agent, if any, must be named.

Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for execution
a Transportation Agreement. If the Customer fails to execute the Transportation Agreement within thirty (30) days of the
date tendered, the Customer's request shall be deemed null and void.

OPERATING PROCEDURES

§
Nominating and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the
upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,
that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customer's Agent shall be responsible for submitting nominations to the upstream pipeline and
notifying the Company's designated representative in writing no later than one (1) hour prior to the upstream
pipeline's nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the
first of the month and within the month if there are changes to the nominations. The Customer is responsible for
confirming the timely receipt of this information by the Company. The Company will confirm whether it has
sufficient operational capacity to deliver all or a portion of the Customer's gas.

8
I
l
i
L

I
I

Operating Information and Estimates: Upon request of the Company, the Customer shalt from time to time submit
its best estimates of the daily, monthly and annual volumes of gas to be transported, including peak day
requirements, together with such other operating data as the Company may require in order to schedule its
operations.

8

;
{
l
l

The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000
terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage

l

ls
9
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I

8 exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an
hourly rate of 1,000 terms per hour.

8 Quantities: All quantities referred to under Operating Procedures of this pricing plan shall be provided as
dekatherms ("DTH") (one million British Thermal Units).

Deliverability: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability
of gas supply or interruption of third party transportation services.

3 Other Operating Procedures: The Company may require additional information or enforce other operating

procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the

movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These

additional operating procedures may be enforced upon verbal notice to each Customer or the Customer's Agent

with twenty-four (24) hour notice of implementation.

Balancing: Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as nearly as

feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to vary

receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined as

the difference between the Customer's total monthly metered quantities and the Customer's total scheduled

transportation quantity. Customers are provided a monthly operating window, under which the Customer's

cumulative imbalances must be within plus or minus 5 percent (+l- 5%) of the month's total of daily scheduled

transportation quantities, plus any Company-approved imbalance adjustment quantity, or 1,500 terms, whichever

is greater. imbalances established in excess of the applicable monthly operating window will be subject to

imbalance charges as specified in Payment for Excess Quantities of this pricing plan. However, if the Customer

has an imbalance outside this limit and contacts the Company before the end of the last business day of the

month, the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the limits

before any imbalance charges specified in Payment for Excess Quantities are applied. Customer is then ineligible

for a "cure period" for the following month. If in the Company's sole good faith judgment and operating conditions

permit, the Company will increase the monthly operating window. Any imbalance (plus or minus) carried forward

shall be considered first through the meter during the next daily or monthly period, as applicable.

Upon Customer request, the Company will permit electronic read-only access to the telemetering facilities
described in Facility Additions of this pricing plan or provide daily meter reads each calendar day.

e

Adjustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customer's agent.
Therefore, actual daily volumes invoiced will be compared with daily nominated volumes. Should adjustments to
the nominated volumes become necessary, such adjustments will be applied to the nomination for the month in
which the volumes were delivered to the Customer for the purposes of determining the applicability of the
provisions of this pricing plan.i

I

I

Customer Default: The Company shall not be required to perform or continue service on behalf of any Customer
that fails to comply with the terms contained in this pricing plan and the terms of the Customer's Transportation

r

1
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Service Agreement with the Company. The Company shall have the right to waive any one or more specific
defaults by any Customer under any provision of this pricing plan or the service agreement, provided, however,
that no such waiver shall operate or be construed as a waiver of any other existing or future default or defaults,
whether of a like or different character.

Operational Curtailment: The Company reserves the right to impose, at any time, any reasonable operating
conditions upon the transportation of the Customer's gas which the Company, in its sole good faith judgment,
deems necessary to maintain safe and efficient operation of its distribution system, or to make the operating terms
and conditions of service hereunder compatible with those of its upstream pipelines. Under such circumstances,
the following conditions shall apply:

(a) Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition
to any otherwise applicable charges, a penalty of $10.00 per DTH for all unauthorized quantities during
the curtailment period .

(b) The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior
to the commencement of the delivery of gas.

(C) Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas
day. In the event an operational curtailment is imposed on the current gas day, a minimum one-hour
grace period will be allowed before penalties begin to apply,

PAYMENT FOR EXCESS QUANTITIES

Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly
operating window under the conditions set forth in Balacing described as part of Operating Procedures herein.
The portion of any imbalance quantity established by a Customer in excess of the applicable monthly operating
window is defined as an excess imbalance quantity. The imbalance charge will be based on the Company's short
term purchases, where short term purchases are defined as gas for which the price is determined in the calendar
month of use. In addition to the charges payable under this pricing plan, any monthly excess quantity shall be
billed as follows:

9.
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Percentage Excess Imbalance Positive Negative

Equal to or less than 5% 100% 100%

Over 5% and less than or equal to 15% 90% 110%

Over 15% and less than or equal to 20% 80% 120%

Over 20% and less than or equal to 30% 70% 130%

Over 30% 60% 140%
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(a) Positive Excess imbalance
A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds
the Customer's metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be retained by the Company and eliminated after the Customer's biff is credited as
follows:3

f

(i) The price of the positive imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's least expensive short term purchases
(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance
volume associated with all T-1 customers. This weighted average cost per therm will be
multiplied by the Customer's positive imbalance volume and the percentage associated with
the Customer's "Percentage Excess imbalance" in the "Positive" column in Table 1 below.

(b) Negative Excess Imbalance
A negative excess imbalance exists when the sum of the Customer's scheduled transportation
quantity is less than the metered quantity by more than the applicable monthly operating window.
The excess imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's most expensive short term purchases
(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for
the aggregate negative imbalance volume associated with all T-1 customers. This weighted
average cost per therm will be multiplied by the Customer's negative imbalance volume and
the percentage associated with the Customer's "Percentage Excess imbalance" in the
"Negative" column in Table 1 below.

Table 1

g
i
I

Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance
shall be settled pursuant to section Payment For Excess Quantities herein. For purposes of this settlement, no
operating window applies.

f
J
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Under no circumstances shall the section Payment For Excess Quantities above be considered as giving the
Customer any right to take excess quantity gas, other than as provided in Operating Procedures hereof, nor shall
the section Payment For Excess Quantities or payment thereunder be considered as a substitute for any other
remedy available to the Company against the offending Customer for failure to respect its obligation to stay within
its authorized quantities.

FACILITY ADDITIONS
Any facilities which must be installed by the Company to serve the Customer will be constructed in accordance with the
Rules and Regulations as approved from time to time by the Arizona Corporation Commission. Telemetering facilities on
each meter will be installed at the Customer's expense. Customers requiring tele m etering facilities shall provide, at the
Customer's expense, a dedicated telephone line for the Company's use in communicating with the tele metering facilities
and will pay any and all costs associated with that phone line. Further, any existing special surcharges or minimum bill
provisions designed to recover the cost of facilities for any Customer shall remain in effect and may serve to increase
maximum allowable transportation rate levels pursuant to this pricing plan,

THIRD PARTY CHARGES
The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines
and by any other upstream transporter and gas gatherers, either before or after termination of the Transportation
Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the
transportation of Customer's gas hereunder and should, therefore, appropriately be borne by the Customer. Such charges,
whether levied in dollars or gas, may include, but shall not be limited to, standby charges or reservation fees, prepayments,
applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research Institute
surcharges, penalty charges and filing fees.

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the
actual quantities of natural gas delivered to the Customer.

CONDITIONS FOR CONVERTING TO T-1 SERVICE

Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following
conditions and requirements:

T-1 service will commence at the beginning of the first calendar month following the end of five (5) days after
receipt of the customer service change request.

Customer will be billed or credited the Customer's pro rata share of the balance in the Company's PGA bank,
calculated as follows:

3.

1.

2.
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(a) Starting from the later of the month of initiation of gas sales service by the Customer, or the date of
initiation of the current PGA bank, through the last month of sales service, the Customer's actual therm
usage will be multiplied, on a month-by-month basis, by the difference between the Company's actual
commodity cost per therm and the Gas Cost component of the Basic Cost of Service Rate adjusted for
any PGA and PGA Surcharge that may be in effect from time to time,

(b) The sum of these monthly calculated values equals the Customer's charge or credit due for conversion to
service under this pricing plan,

(C) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to
the carrying charge rate applicable to the PGA bank at the time of conversion to service under this pricing
plan.

If a Customer converts back to a pricing plan for gas sales service while the PGA Surcharge existing at the time of
the switch to T-1 service is still in effect, such Surcharge will not be applicable to the Customer's billed usage for
the period it remains in effect. However, any future PGA Surcharge that may be put into effect will be applicable to
the Customer's billed usage.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

CONDITIONS

Transportation of Customer-owned natural gas hereunder shall be limited to natural gas of equal or higher quality
than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to the
Customer shall be deemed to be the same quality as that gas received by the Company for transportation.

With respect to the Company's capacity to deliver gas at any particular time, the curtailment priority of any
Customer served under this pricing plan shall be the same as the curtailment priority established for other
Customers sewed pursuant to the Company's pricing plan which would otherwise be available to such Customer.
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Sen/ice Using Dedicated
Transmission Facilities

AVAILABILITY
This pricing plan is only available to any qualifying Customer for transportation of natural gas by the Company from
dedicated interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s)
on the Company's transmission system throughout its certificated Arizona Gas Service Area under the following conditions:

The Company has or will have available capacity to render the requested service utilizing facilities dedicated to the
requirements of the Customer, except as provided under Facility Additions hereof,

The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-
party transportation agreements with quantities and for a term compatible with the service being requested from
the Company,

The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-
User,

The Customer's requirement for gas to be transported is greater than 1,000 terms per day or 120,000 terms per
year, and

The Customer is not taking service through dedicated facilities under the provisions of a special contract approved
by the Arizona Corporation Commission ("ACC").

The Customer is classified as a utility that produces electricity.

APPLICABILITY
This pricing plan shall apply to gas transported by the Company for Customer pursuant to the executed service agreement.

The basic transportation service rendered under this pricing plan shall consist of:

(3) The receipt by the Company for the account of the Customer of the Customer's gas at the Receipt Point;

(b) The transportation of gas through the Company's gas system for the account of the Customer, and

(C) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery
Point(s).

Transportation: Service is firm and uninterrupted except for the following:

la) Curtailment in accordance with the Company's curtailment priority procedures;

(b) When the Company determines it has insufficient capacity on its system or from its upstream pipeline, or

2.
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(C) Customer's gas supply to the Company is insufficient to meet its requirement.

s
{

Any Customer served under this pricing plan is ineligible to obtain sales service without executing a special
contract approved by the ACC.

2 RATES
A monthly net bill at the following rates plus any adjustments incorporated in this pricing plan:

Customer Charge per month: $105.00 per meter

Volume Charge: An amount equal to the applicable unit transportation rate for each therm of Customer-secured
gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing
Plan Summary. The volume charge will consist of the following:

(3) An amount to fund the Company's low income rate program equal to the portion of the applicable unit
sales margin for each therm included in rates as set forth in the Customers otherwise applicable sales
pricing plan for each meter.

(b) An amount to reflect lost and unaccounted for gas as determined by the differential between the gas cost
on a sales basis and gas cost on a purchase basis determined in the development of the currently
effective Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company at its sole option may
allow lost and unaccounted for gas to be paid in kind.

(C) Any applicable imbalance charges as specified in Payment For Excess Quantities of this pricing plan.

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company
in excess of those specified in section (c) above and are deemed by the Company to be applicable to the
transportation service rendered for the Customer under this pricing plan.

1 Reservation Charge: An annual charge to be billed in twelve (12) equal monthly installments equal to the fully
allocated costs to provide the dedicated facilities necessary to serve the Customer as described more fully in
Rates of this pricing plan.I

E:1
i Determined on the basis of a fully allocated cost study filed with and approved by the ACC in the context of a

general rate case except when the request for service is non-coincident with a rate filing. In the latter case, the
Reservation Charge will be computed by the Company including the following elements:l

i
{

(a) Return and income taxes at the rate of return approved by the ACC in the Company's last general rate
case computed on the basis of the installed costs of the dedicated facilities plus an allocation of other rateII

¥L-

i
i

I
;
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g

E
3

3
1 base items including, as appropriate: intangible, general and common plant investment, less any

applicable accumulated depreciation and deferred taxes, an allowance for working capital and materials
and supplies,

;E

I

(b) Operations expense including all operating and maintenance expenses, depreciation and amortization
expense, taxes other than income related to the dedicated facilities and allocated rate base,I

i
I

(C) Allocated indirect expense including an appropriate portion of customer accounting, sales and
information, and administrative and general expenses; and3

(d) Any other allocated costs incurred either directly or indirectly to provide the requested service.

Special Surcharge: An annual charge to be computed on the basis of the twelve (12) months ending September of
the prior year and billed beginning in January in equal monthly installments, computed as the sum of the following
charges:

(a) The revenue requirements for any additional investments required to provide the service requested by
Customer subsequent to the establishment of the currently effective Reservation Charge,

(b) Any non-recurring operating and maintenance expenses associated with the facilities dedicated to the
Customer in the previous year, and

(C) Any extraordinary expenses incurred by the Company on behalf of the Customer not included in (a) or (b)
above.5~

g
l

Minimum Charqe: The minimum charge will be the sum of the Basic Customer Charge per Month, the monthly
Reservation Charge and any monthly Special Surcharge.

ADMINISTRATIVE PROCEDURES
t

i

Processing Requests for Transportation Service: Requests for transportation hereunder shall be made by, and

shall be deemed to be complete upon, the Customer providing the following information to the Company:

(a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily
Quantity applicable to each delivery point, and estimated total quantities to be received and transported
monthly over the delivery period should be stated individually in terms for each receipt point.

(b) Deliverv Point(sl:Point(s) of delivery by the Company to the Customer.

IT
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Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

a
8

5
(C) Term of Service:

i. Date service requested to commence,
ii. Date sen/ice requested to terminate, if known, and
iii. Minimum term for transportation service shall be twelve (12) months.

8
(d) Performance: A statement from the Customer certifying that the Customer has or will have title to the gas

to be delivered to the Company for transportation and has entered into or will enter into those
arrangements necessary to assure all upstream transportation will be in place prior to the commencement
of sen/ice under a Transportation Agreement. The Customer's Agent, if any, must be named.

t Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for
execution a Transportation Agreement. If the Customer fails to execute the Transportation Agreement within thirty
(30) days of the date tendered, the Customer's request shall be deemed null and void.

Construction Requirements: In the event that the Customer's request for service requires the construction of
additional transmission facilities not otherwise addressed in section Payment For Excess Quantities hero,
Extension of Lines, in the Company's current Rules and Regulations, the following additional provisions may apply:

(a) The Company may request an advance for engineering and design services based on the Company's
estimate of the anticipated costs related to the requested dedicated facilities,

(b) Any advance for engineering and design will be refunded to the Customer on commencement of service,

(C) Actual engineering and design costs will be included in the dedicated facilities' costs and recovered as a
part of the Regen/ation Charge,

(d) If the dedicated facilities are not placed in service for any reason, the Company may retain the advance,

(e) Prior to the initiation of construction of the dedicated facilities, the Company will provide an estimate of the
total costs and resulting annual costs to Customer,

g
R (f) The Company shall not be liable for any differences between actual construction costs and estimated

costs,
(
I

(Q) Customer may withdraw the request for service prior to initiation of construction, and

8
r (h) The Customer may request that construction cease prior to completion. However, if the dedicated

facilities are not completed or placed in service, the Customer is liable for service under the terms of this
pricing plan as if the facilities had been completed, based on the total construction costs expended on
behalf of the Customer.

;
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OPERATING PROCEDURES

Nominating and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the
upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,
that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customer's Agent shall be responsible for submitting nominations to the upstream pipeline and
' later than one (1) hour prior to the upstream

pipeline s nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the
first of the month and within the month if there are changes to the nominations. The Customer is responsible for
confirming the timely receipt of this information by the Company. The Company will confirm whether it has sufficient
operational capacity to deliver all or a portion of the Customer's gas.

notifying the Companys designated representative in writing no

Operating Information and Estimates: Upon request of the Company, the Customer shall from time to time submit its
best estimates of the daily, monthly and annual volumes of gas to be transported, including peak day requirements,
together with such other operating data as the Company may require in order to schedule its operations.

The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000
terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage
exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an
hourly rate of 1,000 terms per hour.

Quantities: All quantities referred to under Operating Procedures shall be provided as dekatherms ("DTH") (one
million British Thermal Units).

Deliverabilitv: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability
of gas supply or interruption of third party transportation services.

Other Operatinq Procedures: The Company may require additional information or enforce other operating
procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the
movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These
additional operating procedures may be enforced upon verbal notice to each Customer or the Customer's Agent
with twenty-four (24) hour notice of implementation.

f

4
i

3 -

t
.*

!

Balancing: Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as nearly as
feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to vary
receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined as the
difference between the Customer's total monthly metered quantities and the Customer's total scheduled
transportation quantity. Customers are provided a monthly operating window, under which the Customer's
cumulative imbalances must be within plus or minus 5 percent (+l- 5%) of the month's total of daily scheduled8

L
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transportation quantities, plus any Company-approved imbalance adjustment quantity, or 1,500 terms, whichever
is greater. imbalances established in excess of the applicable monthly operating window will be subject to
imbalance charges as specified under Payment For Excess Quantities of this pricing plan. However, if the Customer
has an imbalance outside this limit and contacts the Company before the end of the last business day of the month,
the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the limits before any
imbalance charges specified under Payment For Excess Quantities are applied. Customer is then ineligible for a
"cure period" for the following month. If in the Company's sole good faith judgment and operating conditions permit,
the Company will increase the monthly operating window. Any imbalance (plus or minus) carried forward shall be
considered first through the meter during the next daily or monthly period, as applicable.

Upon Customer request, the Company will permit electronic read-only access to the lelemetering facilities described
under Facility Additions or provide daily meter reads each calendar day.

Adjustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customers agent.
Therefore, actual daily volumes invoiced will be compared with daily nominated volumes. Should adjustments to
the nominated volumes become necessary, such adjustments will be applied to the nomination for the month in
which the volumes were delivered to the Customer for the purposes of determining the applicability of the provisions
of this pricing plan.

10. Customer Default: The Company shall not be required to perform or continue service on behalf of any Customer
that fails to comply with the terms contained in this pricing plan and the terms of the Customer's Transportation
Sen/ice Agreement with the Company. The Company shall have the right to waive any one or more specific
defaults by any Customer under any provision of this pricing plan or the service agreement, provided, however, that
no such waiver shall operate or be construed as a waiver of any other existing or future default or defaults, whether
of a like or different character.

11. Operational Curtailments The Company reserves the right to impose, at any time, any reasonable operating
conditions upon the transportation of the Customer's gas which the Company, in its sole good faith judgment,
deems necessary to maintain safe and efficient operation of its distribution system, or to make the operating terms
and conditions of service hereunder compatible with those of its upstream pipelines. Under such circumstances,
the following conditions shall apply:

12. Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition to any
otherwise applicable charges, a penalty of $10.00 per DTH for all unauthorized quantities during the curtailment
period.

13. The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior to the
commencement of the delivery of gas.

8.

9.
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

14. Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas day. In the
event an operational curtailment is imposed on the current gas day, a minimum one-hour grace period will be
allowed before penalties begin to apply,

PAYMENT FOR EXCESS QUANTITIES

Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly
operating window under the conditions set forth under Balacing described as part of Operating Procedures herein.
The portion of any imbalance quantity established by a Customer in excess of the applicable monthly operating
window is defined as an excess imbalance quantity. The imbalance charge will be based on the Company's short
term purchases, where short term purchases are deaned as gas for which the price is determined in the calendar
month of use. in addition to the charges payable under this pricing plan, any monthly excess quantity shall be
billed as follows:

Ra) Positive Excess imbalance

A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds the
Customer's metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be retained by the Company and eliminated after the Customer's bill is credited as
follows:

(I) The price of the positive imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's least expensive short term purchases
(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance
volume associated with all T-2 customers. This weighted average cost per therm will be
multiplied by the Customer's positive imbalance volume and the percentage associated with the
Customer's "Percentage Excess Imbalance" in the "Positive" column in Table 1 below.

(b) Negative Excess imbalance

A negative excess imbalance exists when the sum of the Customer's scheduled transportation quantity is
less than the metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's most expensive short term purchases
(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for the
aggregate negative imbalance volume associated with all T-2 customers. This weighted average
cost per therm will be multiplied by the Customer's negative imbalance volume and the
percentage associated with the Customer's "Percentage Excess Imbalance" in the "Negative"
column in Table 1 below.

1.
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Percentage Excess Imbalance Positive Negative

Equal to or less than 5% 100% 100%

Over 5% and less than or equal to 15% 90% 110%

Over 15% and less than or equal to 20% 80% 120%

Over 20% and less than or equal to 30% 70% 130%

Over 30% 60% 140%

I

llnisuurce4

W
' i i

13;
9
I
8

SERVICES

UNS Gas, Inc.
Pricing Plan T~2

Transportation Service Using Dedicated
Transmission Facilities

Table 1

Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance
shall be settled pursuant to section Payment For Excess Quantities herein. For purposes of this settlement, no
operating window applies.

Under no circumstances shall the section Payment For Excess Quantities above be considered as giving the
Customer any right to take excess quantity gas, other than as provided in Operating Procedures hereof, nor shall
the section Payment For Excess Quantities or payment thereunder be considered as a substitute for any other
remedy available to the Company against the offending Customer for failure to respect its obligation to stay within
its authorized quantities.

FACILITY ADDITIONS
Any facilities which must be installed by the Company to sen/e the Customer will be constructed in accordance with the
Rules of Service as approved from time to time by the ACC. Telemetering facilities on each meter will be installed at the
Customers expense. Customers requiring telemetering facilities shall provide, at the Customer's expense, a dedicated
telephone line for the Company's use in communicating with the telemetering facilities and will pay any and all costs
associated with that phone line. Further, any existing special surcharges or minimum bill provisions designed to recover the
cost of facilities for any Customer shall remain in effect and may serve to increase maximum allowable transportation rate
levels pursuant to this pricing plan.

THIRD PARTY CHARGES
The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines
and by any other upstream transporter and gas gatherers, either before or after termination of the Transportation
Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the
transportation of Customer's gas hereunder and should, therefore, appropriately be borne by the Customer. Such charges,
whether levied in dollars or gas, may include, but shall not be limited to, standby charges or reservation fees, prepayments,
applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research Institute
surcharges, penalty charges, and filing fees.

2.

3.
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SERVICES

UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

5
I
I

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the
actual quantities of natural gas delivered to the Customer.8.

8
i

3
CONDITIONS FOR CONVERTING TO T-2 SERVICE
Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following
conditions and requirements;

T-2 service will commence at the beginning of the first calendar month following the end of five (5) days after
receipt of the customer service change request or completion of any required facilities, whichever is later.

Customer will be billed or credited the Customer's pro rata share of the balance in the PGA bank accumulated
while served under the Company's sales pricing plan, calculated as follows:

(a) Starting from the later of the month of initiation of gas sales service by the Customer, or the date of
initiation of the current PGA bank, through the Customer's last month of sales service, the Customer's
actual therm usage will be multiplied, on a month-by-month basis, by the difference between the
Company's actual commodity cost per therm and the Gas Cost component of the Base Cost of Service
Rate adjusted for any PGA and PGA Surcharge that may be in effect from time-to-tlme,

(b) The sum of these monthly calculated values equals the Customer's charge or credit due for conversion to
service under this pricing plan,

(C) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to
the carrying charge rate applicable to the PGA bank at the time of conversion to service under this pricing
plan.

Q E

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

II

E

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on he from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

CONDITIONS
E

g
Transportation of Customer owned natural gas hereunder shall be limited to natural gas of equal or higher quality
than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to the
Customer shall be deemed to be the same quality as that gas received by the Company for transportation.

2.

1.

1.
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

With respect to the Company's capacity to deliver gas at any particular time, the curtailment priority of any

Customer sewed under this pricing plan shall be the same as the curtailment priority established for other

Customers sewed pursuant to the Company's pricing plan, which would otherwise be applicable to such

Customer.
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UNS Gas, Inc.

Pricing Plan NSP-1

Negotiated Sales Program
4 SERVICES

#

I

I
g
E
{

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

I
g
i

3

APPLICABILITY
Available to all customers who receive service under the Company's T-1 pricing plan (Transportation of Customer-Secured
Natural Gas), T-2 pricing plan (Transportation Service Using Dedicated Transmission Facilities), or special gas supply
agreements approved by the Arizona Corporation Commission ("ACC") that meet the minimum transportation requirements
under the T-1 or T-2 pricing plans.

I

Service under the Negotiated Sales Program ("NSP") will be the sale of natural gas to a transportation customer who has
negotiated with the Company for the delivery of natural gas to the interconnection of the Company's distribution system and
an upstream pipeline at the City Gate. NSP service will be interruptibleservice at the election of the Customer.

RATE
The rates to be charged for this service shall be those negotiated between the Company and each Customer.

CONDITIONS
NSP service shall be provided subject to the provision of this pricing plan, the T-1 pricing plan, the T-2 pricing plan, or
special gas supply agreements approved by the ACC, as applicable.

g
TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

8;I RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.i

3
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Pricing Plan CGS-1
Competitive Gas ServiceSERVICES

I
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I
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AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

f
€
1 APPLlCABlLlTY

Applicable to natural gas use by customers that quality for service under this pricing plan according to either applicability
Provision 1. or 2. below:8

Customers whose annual requirements are greater than 10,000 terms and who in the Company's sole judgment
have facilities capable of installing or using alternative fuels or energy to adequately serve their needs.

Customers whose requirements may be served by other natural gas suppliers at rates lower than the customer's
otherwise applicable gas sales pricing plan. As a condition precedent to qualifying for service under this
applicability provision, the customer must establish to the satisfaction of the Company, that bypass is
economically, operationally, and physically feasible.

Any gas service rendered to customers not in conformance with the provisions of this pricing plan shall be billed at a rate
equivalent to the otherwise applicable gas sales pricing plan.

RATE
The maximum service charge is the charge under the customers otherwise applicable gas sales pricing plan.

Unless otherwise provided, the commodity charge per therm shall be determined in accordance with Condition No. 2
defined below. In no event shall the commodity charge per therm be less than the "floor" cost of gas, which is defined as
the sum of (1) the weighted average commodity cost of gas purchased by the Company for system supply during the
month, (2) the applicable upstream pipeline capacity charge, and (3) an amount to reflect distribution system shrinkage.

x

For customers qualifying for service, and if the Company is unable to serve such customer utilizing the "floor" cost of gas as
set forth above, a Special Gas Procurement Agreement shall be executed and filed with the Arizona Corporation
Commission ("ACC"), and the commodity charge per therm shall be determined in accordance with Condition No. 3 defined
below.z

gs With the exception of gas sales provided for under Condition No. 3, the Company snail account for sales under this pricing
plan using the "floor" cost of purchased gas.

I
I

i
5

1

i
F

SUPPLIER REFUNDS
If, as a result of any final Order of the Federal Energy Regulatory Commission or the ACC that is no longer subject to
judicial review, the Company receives a refund from any of its upstream pipeline transporters or suppliers which is
applicable to gas sales made under this Competitive Gas Service Pricing Plan, the Company shall allocate such refund to
its customers based on the terms billed during the refund period. The amount allocated to the customers served under
this pricing plan shall be used to reduce such customer's gas costs.E

3
s
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UNS Gas, Inc.
Pricing Plan CGS-1

Competitive Gas ServiceSERVICES

CONDITIONS
1. Any qualified customer taking service under this pricing plan shall do so by agreement.

The commodity charge per therm may vary from customer to customer based on value of the service and on the
customer's ability to change from one energy source to another, and may be revised from time to time as costs
and conditions change. In no event shall the commodity charge per therm charged to the customer, excluding
gross revenue taxes, exceed the commodity charge per therm that would have been charged under the customer's
otherwise applicable gas sales pricing plan, adjusted to exclude any surcharge to amortize the balance in the Gas
Cost Balancing Account.

A Special Gas Procurement Agreement under this pricing plan is defined herein as an agreement between the
Company and an applicable customer, which enumerates the provisions whereby the Company will procure
specific supplies of gas for the customer. The commodity charge per therm for Special Gas Procurement
Agreement customers may vary depending on the terms and conditions of the Agreement, but in no event shall be
less than the variable cost of gas procured from suppliers on behalf of the customer, A sole and separate
accounting of gas purchases and sales made under Special Gas Procurement Agreements shall be maintained by
the Company. The cost of gas purchases made for such customers will be excluded from the Purchased Gas
Adjustment in Rider RR-1. However, the Company shall credit to Account No. 191, Unrecovered Purchased Gas
Costs, all upstream pipeline capacity charges collected from the customer. (Note: Upstream pipeline capacity
charges will be priced at market-based rates.)

All customers that qualify for sen/ice under this pricing plan because of alternate energy capability must be
capable of installing adequate alternate energy facilities of equivalent capacity to those natural gas facilities served
hereunder. These facilities are subject to Company inspection and verification of operating capacity and
capability.

Any customer sewed under this pricing plan who returns to an otherwise applicable gas sales pricing plan shall be
billed at the then currently effective pricing plan.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

2.

3.

4.

5.
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UNS Gas, Inc.
Pricing Plan CNG-1

Compressed Natural Gas Service
(Separately Metered)

I

5i
AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

Iv
f

E
APPLICABILITY
Service under this pricing plan is available to any customer where the customer purchases natural gas to be used as a
motor fuel. Service will be separately metered. This rate may include compression by the Company beyond normal meter
sales pressure.

I
8

RATE
Customer Charge: For customers using Compressed Natural Gas for only their own vehicle(s), the customer charge is that
from the otherwise applicable pricing plan.

Basic Cost of Service Rates: The rate will be determined by a contract between the Company and the customer. In no
case will the rate be lower than the Company's cost of gas, as determined by the most recent Purchased Gas Adjustment
proceeding, nor will it be higher than one hundred fifty percent (150%) of the equivalent cost of premium gasoline.

Purchased Gas Adjustment: The basic cost of service rate set forth above shall be increased or decreased by the amount
of the purchased gas adjustment for the billing month computed in accordance with the provisions of Rider RR-1. The
purchased gas adjustment enables the Company to increase or decrease the basic cost of service rate in order to pass on
increases or decreases in the base cost of gas to customers.

CONDITIONS

1.
2.
3.

This pricing plan does not include any road use fees or permits.
Customer must provide an affidavit to the Company certifying that the gas delivered will be used as motor fuel.
Compressor stations are subject to inspection by qualified Company personnel.

r

E

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

E
r

r

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

I

T
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UNS Gas, Inc.
Pricing Plan EC-1

Electrical Cogeneration ServiceSERVIBES

AVAILABILITY

In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLlCABlLlTY
Service under this pricing plan is available to any customer who enters into a contract with the Company to use natural gas
for the purpose of cogeneration. Cogeneration is defined as the use of thermal energy to produce electricity with recapture
of by-product heat in the form of steam, exhaust heat, etc. for industrial process use, space heating, food processing, or
other purposes.

RATE

A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $105.00

Delivery Charge per therm @ $04488

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

COND\TIONS

1. Gas taken under this pricing plan shall be used exclusively for the purpose of cogeneration as defined in the

Applicability section of this pricing plan and not for other purposes. The gas taken under this pricing plan will be

separately metered.

This pricing plan will not be available for standby use.

For the purpose of this pricing plan, the annual load factor must be sixty percent (60%) or greater. The annual
load factor is defined as the customer's total annual consumption divided by the customer's peak month
consumption times twelve (12). If less than a sixty percent (60%) load factor occurs for a twelve (12) month
period, the rate charged will be the rate that the customer would otherwise be served under for the months in
which the annual load factor did not equal sixty percent (60%).

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

2.

3.

Filed By:
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UNS Gas, Inc.

Pricing Plan MISC-1
Miscellaneous Service Fees

(DELETE ._ ALL SERVICE FEES ARE LOCATED IN THE RULES
AND REGULATIONS - SEE STATEMENT OF ADDITIONAL

CHARGES8
a

3
.1
t

5
i

In addition to the Pricing Plans on file and approved by the Arizona Corporation Commission for natural gas service, the
following fees are also approved for the respective services listed;

I Service Transfer Fee
Transfer of service from one customer to another, when meter is not turned off, per occurrence @ $15.00

Collection Fee
When overdue payment is collected by a Company representative at the customer's premises, per occurrence @ $20.00

Special Call Out
When a special call-out is required, the minimum charge shall be for one hour at the Company's then prevailing
after hours rate for service work on the customer's premises.

Establishment of Service
During regular working hours, per occurrence @
When performed outside of regular working hours, per occurrence @

$25.00
$35.00

Re-establishment, Reconnection of Service for Non-Pavment
During regular working hours, per occurrence @
When performed outside of regular working hours, occurrence @

$45.00
$55.00

Re-establishment, Reconnection of Sen/ice for Other Reasons
During regular working hours, per occurrence @
When performed outside of regular working hours, per occurrence @

$35.00
$45.00

Customer Requested Meter Re-Reads
When reading is correct, per occurrence @ $15.00

I
5
I

x
I

Customer Requested Meter Test
When meter tests are accurate within +l- 3°/>, per occurrence @ $65.00

Insufficient Funds Check (NSF)
Insufficient funds, per occurrence @ $15.00

I

Multiple Attempts to Connect
When more than one failed attempt to establish sen/ice due to customer not home or facilities not ready,
per occurrence @
Regular working hours are defined as non-holiday weekdays from 8:30 AM to 4:30 PM.

$15.00

c

i

i
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UNS Gas, Inc.
Rider RR-1

Purchased Gas Adjustment (PGA)

it

I
I

APPLICABILITY
To all Company pricing plans, unless otherwise specified .

CHANGE IN RATE
UNS GAS Pricing Plans shall include a Cost of Natural Gas Charge ("CNGC") which recovers the cost of gas (natural,
manufactured or in any approved form) purchased by UES on behalf of its customer. The cost of natural gas shall include
all costs (demand, energy, customer-related and other) of the physical gas commodity and all costs assessed to facilitate
transportation and delivery of gas on a firm basis and at an appropriate pressure (unless otherwise specified by tariff or
contract) to UES, including but not limited to carrying and other costs not elsewhere recovered. Carrying cost applied to
PGA bank balances will be subject to the 3-month LIBOR rate as published by the Federal Reserve, plus 1.0% to cover the
additional margin that UNS Gas must pay for short-term borrowings. The CNGC consists of the Purchased Gas Adjustment
("PGA") rate and any surcharge or credit authorized by the The Arizona Corporation Commission ("ACC") for recovery or
refund of previous gas costs. The CNGC shall be subject to increases or decreases by the amount of the PGA which is
based on the rolling twelve (12) month average of actual purchased gas costs and sales. The ACC has banded the PGA
change so that the new PGA calculated for the month cannot be more than $0.15 per therm different than the PGA rate in
effect during any of the preceding twelve (12) months, unless authorized by the ACC.

BANK BALANCE
The Company shall maintain an account to assure that it will neither over nor under collect, except to the extent authorized,
as a result of adjustment in rates determined under the operation of this pricing plan. Entries shall be made monthly to
reflect the amounts paid to suppliers for gas as recorded in the Federal Energy Regulatory Commission series of accounts
numbered 800 through 806, less the cost of such gas (adjusted volumes multiplied by the CNGC). Interest will be applied to
over and under collected bank balances based on the three (3) month commercial financial paper rate for each month,
contained in the Federal Reserve Statistical Release, H-15, or its successor publication.

3
II
l

MONTHLY INFORMATION FILINGS
Each month, the Company shall make a cost of gas information filing that shall include gas volumes and costs by supply
source, supplier refunds, credits, billing adjustments, and lost and unaccounted for gas. Each filing shall include monthly
sales revenues, volumes, and number of customers by class. The tiling should also include historical summaries of actual
twelve (12) month purchase gas volumes, costs and sales activity to support the computation of the monthly PGA rate, in
the format required by Decision Nos. 61225 and 62994.

ADDITIONAL REQUIREMENTS
Notification to the ACC is required if the PGA bank balance exceeds an over collection of $10,000,000. The Company must
file an application for an adjustment within forty-five (45) days of completing the monthly informational filing that illustrates
the threshold has been exceeded or contact the ACC to discuss why a credit is not necessary at this time. If the PGA bank
balance is under collected, the Company has the right to file an application with the ACC requesting a surcharge. The ACC,
upon review, may authorize the balance to be amortized through the surcharge credit as part of the CNGC for a specified

1

I

t
I
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Unisuurce UNS Gas, Inc.
Rider RR-1

Purchased Gas Adjustment (PGA)SERVICES

period. Lost and unaccounted for gas recovery is limited to the lesser of the actual costs incurred or up to five percent
(5.00%) of total annual throughput.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.
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UNS Gas, Inc.

SERVICES Pricing Plan Summary

Pricing Plan Pricing Plan Title Therm Limits Effective Date
Customer

Charge
Charge per Therm

(Excluding CNG)
ACC Decision

R-10 Residential Gas Service XXlX/XX $10.00 50.3920 XXXXX

l R-10 Residential Gas Service XX/X/XX $12.00 $03480 XXXXX

R-10 Residential Gas Service XX/X/XX $1400 $03039 XXXXX

R-12
C.A.R.E.S. ($0.15 discount applicable for

billing months of November - April)
XX/X/XX $7.00

Summer $0.327000

Winter$0_177000
XXXXX

C-20 Small Volume Canmercial Service s 120,000 terms XX/XlXX $15.50 $0.a16a XXXXX

C-22 > 120,000 terms XX/XIXX $105.00 $02054 XXXXX

1-30

Large Volume Canmercial Service

Small Volume industrial Service s 120,000 terms XX/X/XX $15.50 $02808 XXXXX

1-32 > 120,000 terms XX/X/XX $105.00 $0.1136 XXXXX

PA-40 s 120,000 terms XX/X/XX $15.50 $0.3104 XXXXX

PA-42 > 120,000 terms XX/XIXX $105.00 $0.1430 XXXXX

PA44 XXIX/XX Various XXXXX

IR-60

Large Volume Industrial Service

Small Volume Putiic Authority Service

Large Volume Putiic Authority Service

Special Gas Light Service

Irrigation Service XXlX/XX $15.50 $03804 XXXXX

CGS-1 Competitive Gas Service > 10,000 themls XX/XIXX Negoliated

Various

XXXXX

CNG-1 XX/X/XX XXXXX

Ec-1

Compressed Natural Gas Service

Electric Cogeneration Service XX/X/XX $105.00 $0.0488 XXXXX

MISC-1 Miscellaneous Service Fees XX/XIXX Various XXXXX

NSP-1 Negotiated Sales Prog'am XX/X/XX Neg01iated XXXXX

T-1
Transportation of Customer-Secured
Natural Gas

> 120,000 terms XX/XIXX
Otherwise applicable base rates less

embedded gas costs
XXXXX

T-2
Transportation Service Using Dedicated

Transmission Facilities
> 120,000 terms XX/X/XX See tariff for detail d applicable charges XXXXX

RR-1

RR-2

Purchased Gas Adjustment

DSM Adjustor

XX/X/XX

12/1/07 NlA $0.0025 per therm

XXXXX

Decision No. 70011

NOTE

All sales pricing plans above include a Cost of Natural Gas Charge (CNGC) which recovers the cost of natural gas purchased by UNSG on behalf of its customers.

The CNGC rate shall be subject to increases or decreases by the amount of the Purchased Gas Adjustment in accordance with the provisions of Rider RR-1
r
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SERVIBES

UNS Gas, Inc.
Pricing Plan R-10

Residential Gas Service

AVAILABILIW
In all territories served by Company at all points where facilities for gas sen/ice are available to the premise sen/ed.

APPLICABILITY
Subject to availability, at point of delivery, to residential gas service in individual residences and individually metered
apartments when all service is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per monthas of mm-dd-vvvv@
Minimum Customer Charge per month as of mm-dd-vvvv @
Minimum Customer Charge per month as of mm-dd-ww @

$10.008=59
$12.00
$14.00

Delivery Charge per thermas of mm-dd-vwv -@
Deliverv Charqe per therm as of mm-dd-vvvv @
Delivery Charge per therm as of mm-dd-vyyy @

$0.392032-79
$03480 »
$03039

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

Title:
District:

Raymond S. Heyman

Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

R-10
December 1, 20Q7PENDING

1 of 1
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SERVICES

UNS Gas, Inc.
Pricing Plan R-12

Customer Assistance Residential Energy Support
(C.A.R.E.S.)

AVAILABILITY
In all territories served by Company at all points where facilities for gas sen/ice are available to the premise sewed.

APPLICABILITY
Subiect to availability. at point of delivery, to residential gas sen/ice in individual residences and individually metered
apartments when all service is metered through one meter.
To gas service qualifying for billing under Residential Pricing Plan R 10 where the customer also has qualified for Pricing
Plan R 12 as specified in the Company's plan for administration. All provisions of Pricing Plan R 10 will apply except as
modified herein.

RATE
A monthly net bill at the following rate Dlus any adjustments incorporated in this oricinq plan:
The monthly bill shall be in accordance with Pricing Plan R 10 except: .

Minimum Customer Charge per month @
Deliverv Charge Der therm @

$7.00
$0.3270

Delivery Charge: first 100 terms or less per month will be discounted by $0.1500 per therm for the billing months
of November through April.

SPECIAL CONDITIONS

Eligibility requirements for C.A.R.E.S. are set forth on the Company's Application and Declaration of Eligibility for Low

Income Ratepayer Assistance form. Customers who desire to qualify for this pricing plan must initially make
application to the Company for qualification and must provide verification to the Company that the customer's
household gross income does not exceed one hundred fifty percent (150%) of the federal poverty level. Qualified
customers must have an approved application form on file with the Company. Subsequent to the initial certification, the

residential customer seeking to retain eligibility for the C.A.R.E.S. must provide a personal certification that the
household gross income of the residential dwelling unit involved does not exceed one hundred fifty percent (150%) of
the federal poverty level.

Samples of the existing C.A.R.E.S. participants will be re-certified every two years prior to October 1 and when a

customer changes residence.

Eligible customers shall be billed under this pricing plan during the winter season, commencing with the next regularly

scheduled billing period after the Company has received the customer's properly completed application form or re-

certification.

Filed By:

I Title:
District:

2.

3.

1.

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

R-12
December 1, 2e07PENDING

1 of 2
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SERVICES

UNS Gas, Inc.
Pricing Plan R-12

Customer Assistance Residential Energy Support
(C.A.R.E.S.)

Eligibility information provided by the customer on the application form may be subject to verification by the Company.
Refusal or failure of a customer to provide documentation of eligibility acceptable to the Company, upon request of the
Company, shall result in removal from or ineligibility for this pricing plan.

Customers who wrongfully declare eligibility or fail to notify the Company when they no longer meet the eligibility
requirements may be rebelled for the period of ineligibility under their otherwise applicable residential pricing plan.

It is the responsibility of the customer to notify the Company within thirty (30) days of any changes in the customer's
eligibility status.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

Title:
District:

e.

4.

5.

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Sen/ice Area

Tariff No.:
Effective:
Page No.:

R-12
December
2 of 2

4
'x 20G7PENDING
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SERVIBES

UNS Gas, Inc.
Pricing Plan C-20

Small Volume Commercial Service

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all commercial customers whose primary business activity at the location sewed is not provided for under any other

pricing plan, whose usage does not exceed 120,000 terms per year when aft service is supplied at one point of delivery,
and whose gas is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

.2

Minimum Customer Charge per month @ $15.503¢58

Delivery Charge per therm @ $0.31682638

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 _

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

I

Filed By:

Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:

Effective:
Page No.:

C-20

December 1, 2G07PENDING
1 of 1
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UNS Gas, Inc.
Pricing Plan C-22

Large Volume Commercial Service

AVAILABILIW
In all territories sewed by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all commercial customers whose primary business activity at the location served is not provided for under any other
pricing plan and whose preceding twelve (12) month usage exceeded 120,000 terms. Service is supplied at one point of
delivery and gas is metered through one meter unless the Company, at its sole discretion, chooses to provide service
through multiple meters.

For new customers, their expected usage must exceed 120,000 terms per year.

Any customer transferring from this schedule may not return for a period of twelve (12) billing periods.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $149400I

I Delivery Charge per therm @ $020544-7-18

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:

Effective:
Page No.:

C-22
December 1, 2C)07PENDlNG
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UNS Gas, Inc.

Pricing Plan 1-30

Small Volume Industrial Service

AVAILABILITY

In all territories sewed by Company at all points where facilities for gas service are available to the premise sewed.

APPLICABILITY

To all customers whose gas usage does not exceed 120,000 terms per year, who are served through a single meter, and
whose primary business activity at the location served is included in one of the following classifications of the North
American Classification System, United States:

Sector 11. Agriculture, Forestry, Fishing and Hunting: Subsector 111. Crop Production only,
Sector 21 . Mining: All Subsectors,
Sector 22. Utilities: Power Generation Subsectors only, and
Sectors 31-33. Manufacturing: All Subsectors.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15503:59

Delivery Charge per therm @ $0.2§_Q§856

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

| Title:
District:

I

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

1-30
December 1, 2097PENDING

1 of 1
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UNS Gas, Inc.

Pricing Plan 1-32

Large Volume Industrial Service

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY

To all customers whose gas usage over the preceding twelve (12) months exceeded 120,000 terms, and whose primary
business activity at the location served is included in one of the following classifications of the North American Classification
System, United States:

Sector 11. Agriculture, Forestry, Fishing and Hunting: Subsector 111. Crop Production only,
Sector 21. Mining: All Subsectors,
Sector 22. Utilities: Power Generation Subsectors only, and

Sectors 31-33. Manufacturing: All Subsectors.

Service is supplied at one point of delivery and gas is metered through one meter unless the Company, at its sole
discretion, chooses to provide service through multiple meters.

For new customers, their expected usage must exceed 120,000 terms per year.
Any customer transferring from this pricing plan may not return for a period of twelve (12) billing months.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $1080.00

Delively Charge per therm @ $0.11360952

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

I Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel

Entire Gas Sen/ice Area

Tariff No.:
Effective:
Page No.:

1-32
December 1, 20Q7PENDIN@
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UNS Gas, Inc.
Pricing Plan PA-40

Small Volume Public Authority Service

AVAILABILIW
In all territories served by Company at all points where facilities for gas service are available to the premise sen/ed.

APPLICABILITY

To all facilities owned or operated by governmental agencieswhose primary business activity at the location sewed is not
provided for under any other pricing plan or special contract, whose usage does not exceed 120,000 terms per year when
all service is supplied at one point of delivery and gas is metered through one meter.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.503:59

Delivery Charge per therm @ $0.31042593

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

I Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel

Entire Gas Sen/ice Area

Tariff No.:

Effective:
Page No.:

PA-40
December 1, 2G07PENDlNG

1 of 1
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UNS Gas, Inc.
Pricing Plan PA-42

Large Volume Public Authority Service

AVAILABILIW
In all territories served by Company at all points where facilities for gas service are available to the premise sewed.

APPLICABILITY
To'all facilities owned or operated by governmental agencies whose primary business activity at the location sewed is not
provided for under any other pricing plan or special contract. Under this pricing plan, usage over the preceding twelve (12)
months must exceed 120,000 terms when all service is supplied at one point of delivery and gas is metered through one
meter unless the Company, at its sole discretion, chooses to provide sen/ice through multiple meters.

For new customers, their expected usage mustexceed120,000 terms per year.

Any customer transferring from this pricing plan may not return for a period of twelve (12) billing months.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $1059Q.00

Delivery Charge per therm @ $0.1i39498

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

Filed By:

Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

PA-42
Dcocmbcr 1, 2CQ7PENDING
1 of 1
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UNS Gas, Inc.
Pricing Plan PA-44

Special Gas Light Service

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the facilities sewed.

I
APPLICABILITY
To all public authority customers for the operation by the Company of gas lights for streets in which gas distribution facilities
are located.

RATE
A monthly net bill at the following rates plus any adjustments incorporated in this pricing plan:

Slngle cornice Q
Doubb olilic8Q
rripleouneeg
Quadruple OIi1ice@

$21.573Jt2
$43.1339:53
$64.7054:86
$862724- .6

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. -The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

Lake Havasu Citv

U9htl"9 Group A porlight pormonth@
Llghdng Group B par light par month Q
KLWM Groups dined below)

$15.17
$18.20

CONDITIONS
The following dO1lnl!i0l\8 dall °PPIY for Lana Havasu cw Goo Lights:

a.Lighting Group A includes those 14 lights on McCullough Boulevard between Smokotroo and Lake Havasu

Avenue and those 62 lights in the Lako Havasu Mobile Trailer Parks,
b.Lighting Group B includes those 316 lights on the Country Club Golf Course,

Filed By:

Title:
District:

Raymond S. Heyman

Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:

Effective:
Page No.:

PA-44
December
1 of 2

*1
11 2007PENDING
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Pricing Plan PA-44

Special Gas Light ServiceSERVICES

PR!C!NG PLAN PA 44 (continued)

21. Contracts for gas lighting service under this pricing plan must be for a minimum term of five (5) years.

Gs. The cost of relocation of any gas light that is requested by the customer will be reimbursed to the Company by the
customer.

I 3.4. The customer is not authorized to make any connections to gas lines sen/ing individual gas lights or make any

alteration of such lights.

448. The Company will use diligence in maintaining gas lighting sen/ice and monthly bills will not be reduced because
of any gas light outage.

§8. Any special contracts for public authority lighting will be based on an analysis of costs of operation, maintenance,
and investment. Any contracts pursuant to this pricing plan, which provide for higher rates than set forth in this
pricing plan, will be tiled with the Arizona Corporation Commission for approval.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

1

I

Filed By:

Title:
District:

Raymond S. Heyman

Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

PA-44
Dccambcr 1, .'2GC7PENDING
2 of 2
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UNS Gas, Inc.
Pricing Plan IR-60
Irrigation Service

AVAILABILIW
In all telTitories sered by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
To all irrigation customers whose primary business activity at the location served is not provided for under any other pricing

plan, who operates one or more gas-fueled engines, and gas is metered through one meter.

The Company may require that gas for engine use be separately metered and billed if necessary to prevent abuse or
inequity in the application of this rate.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $15.503»55

Delivery Charge per therm @ $0.3§Q_4_492

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

I
f

Filed By:

I Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

IR-60
December 1, .'Z007PENDING

1 of 1
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Pricing Plan CGS-1

Competitive Gas ServiceSERVICES

AVAILABILITY

In all territories sen/ed by Company at all points where facilities for gas service are available to the premise sewed.

APPLICABILIW
Applicable to natural gas use by customers that quality for service under this pricing plan according to either applicability
Provision 1. or 2. below:

1. Customers whose annual requirements are greater than 10,000 terms and who in the Company's sole judgment
have facilities capable of installing or using alternative fuels or energy to adequately serve their needs.

Customers whose requirements may be served by other natural gas suppliers at rates lower than the customer's
otherwise applicable gas sales pricing plan. As a condition precedent to qualifying for service under this

applicabil ity provision, the customer must establish to the satisfaction of the Company, that bypass is
economically, operationally, and physically feasible.

Any gas service rendered to customers not in confomlance with the provisions of this pricing plan shall be billed at a rate
equivalent to the otherwise applicable gas sales pricing plan.

RATE
The maximum service charge is the charge under the customer's otherwise applicable gas sales pricing plan.

Unless otherwise provided, the commodity charge per therm shall be determined in accordance with Condition No. 2
defined below. in no event shall the commodity charge per therm be less than the "floor" cost of gas, which is defined as

the sum of (1) the weighted average commodity cost of gas purchased by the Company for system supply during the
month, (2) the applicable upstream pipeline capacity charge, and (3) an amount to retiect distribution system shrinkage.

For customers qualifying for service, and if the Company is unable to serve such customer utilizing the "floor' cost of gas as
set forth above, a Special Gas Procurement Agreement shall be executed and tiled with the Arizona Corporation
Commission ("ACC"), and the commodity charge per therm shall be determined in accordance with Condition No. 3 defined
below.

With the exception of gas sales provided for under Condition No. 3, the Company shall account for sales under this pricing
plan using the "floor" cost of purchased gas.

SUPPLIER REFUNDS
If, as a result of any final Order of the Federal Energy Regulatory Commission or the ACC that is no longer subject to
judicial review, the Company receives a refund from any of its upstream pipeline transporters or suppliers which is

applicable to gas sales made under this Competitive Gas Service Pricing Plan, the Company shall allocate such refund to

its customers based on the terms billed during the refund period. The amount allocated to the customers served under
this pricing plan shall be used to reduce such customer's gas costs.

Filed By:

Title:
District:

2.

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:

CGS-1
PENDING
1 0f2
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UNS Gas, Inc.
Pricing Plan CGS-1

Competitive Gas ServiceSERVICES

CONDITIONS
1. Any qualified customer taking service under this pricing plan shall do so by agreement.

The commodity charge per therm may vary from customer to customer based on value of the service and on the

customer's ability to change from one energy source to another, and may be revised from time to time as costs

and conditions change. In no event shall the commodity charge per therm charged to the customer, excluding
gross revenue taxes, exceed the commodity charge per therm that would have been charged under the customer's
othewvise applicable gas sales pricing plan, adjusted lo exclude any surcharge to amortize the balance in the Gas
Cost Balancing Account.

A Special Gas Procurement Agreement under this pricing plan is defined herein as an agreement between the
Company and an applicable customer, which enumerates the provisions whereby the Company will procure
specific supplies of gas for the customer. The commodity charge per therm for Special Gas Procurement
Agreement customers may vary depending on the terms and conditions of the Agreement, but in no event shall be

less than the variable cost of gas procured from suppliers on behalf of the customer. A sole and separate
accounting of gas purchases and sales made under Special Gas Procurement Agreements shall be maintained by
the Company. The cost of gas purchases made for such customers will be excluded from the Purchased Gas
Adjustment in Rider RR-1. However, the Company shall credit to Account No. 191, Unrecovered Purchased Gas
Costs, all upstream pipeline capacity charges collected from the customer. (Note: Upstream pipeline capacity

charges will be priced at market-based rates.)

All customers that qualify for service under this pricing plan because of alternate energy capability must be
capable of installing adequate alternate energy facilities of equivalent capacity to those natural gas facilities sen/ed
hereunder. These facilities are subject to Company inspection and verification of operating capacity and

capability.

Any customer served under this pricing plan who returns to an otherwise applicable gas sales pricing plan shall be
billed at the then currently effective pricing plan.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

4.

Filed By:

Title:
District:

5.

3.

2.

Raymond S. Heyman

Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:
Effective:
Page No.:
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UNS Gas, Inc.
Pricing Plan CNG-1

Compressed Natural Gas Service
(Separately Metered)

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise salved.

APPLICABILIW
Service under this pricing plan is available to any customer where the customer purchases natural gas to be used as a
motor fuel. Sen/ice will be separately metered. This rate may include compression by the Company beyond normal meter
sales pressure.

RATE
Customer Charge: For customers using Compressed Natural Gas for only their own vehicle(s), the customer charge is that
from the otherwise applicable pricing plan. For all others, it is $30.00 pa' meter per month.

Basic Cost of Service Rates: The rate will be determined by a contract between the Company and the customer. in no
case will the rate be lower than the Company's cost of gas, as determined by the most recent Purchased Gas Adjustment
proceeding, nor will it be higher than one hundred fifty percent (150%) of the equivalent cost of premium gasoline.

Purchased Gas Adjustment: The basic cost of service rate set forth above shall be increased or decreased by the amount
of the purchased gas adjustment for the billing month computed in accordance with the provisions of Rider RR-1. The

purchased gas adjustment enables the Company to increase or decrease the basic cost of service rate in order to pass on
increases or decreases in the base cost of gas to customers.

CONDITIONS

1.
2.

3.

This pricing plan does not include any road use fees or permits.
Customer must provide an affidavit to the Company certifying that the gas delivered will be used as motor fuel.

Compressor stations are subject to inspection by qualified Company personnel.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission

shall apply where not inconsistent with this pricing plan.

Filed By:

I Title:
District:

Raymond S. Heyman
Senior Vice President, General Counsel
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UNS Gas, Inc.
Pricing Plan EC-1

Electrical Cogeneration Service

AVAILABILITY
In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPLICABILITY
Service under this pricing plan is available to any customer who enters into a contract with the Company to use natural gas
for the purpose of cogeneration. Cogeneration is defined as the use of thermal energy to produce electricity with recapture
of by-product heat in the form of steam, exhaust heat, etc. for industrial process use, space heating, food processing, or

other purposes.

RATE
A monthly net bill at the following rate plus any adjustments incorporated in this pricing plan:

Minimum Customer Charge per month @ $10§Q.00

Delivery Charge per therm @ $0.4488

Cost of Natural Gas Charge ("CNGC"): This charge recovers the cost of natural gas purchased by UES on behalf
of its customer. The CNGC shall be subject to increases or decreases by the amount of the purchased gas
adjustment for the billing month computed in accordance with the provisions of Rider RR-1 .

CONDITIONS
1. Gas taken under this pricing plan shall be used exclusively for the purpose of cogeneration as defined in the

Applicability section of this pricing plan and not for other purposes. The gas taken under this pricing plan will be

separately metered.

This pricing plan will not be available for standby use.

For the purpose of this pricing plan, the annual load factor must be sixty percent (60%) or greater. The annual
load factor is defined as the customer's total annual consumption divided by the customer's peak month
consumption times twelve (12). If less than a sixty percent (60%) load factor occurs for a twelve (12) month

period, the rate charged will be the rate that the customer would otherwise be served under for the months in
which the annual load factor did not equal sixty percent (60%),

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to timewith the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

I

3.

2.
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Pricing Plan NSP-1

Negotiated Sales ProgramSERVICES

AvAILABILlrv

In all territories served by Company at all points where facilities for gas service are available to the premise served.

APPUCABILIW

Available to all customers who receive service under the Company's T-1 pricing plan (Transportation of Customer-Secured
Natural Gas), T-2 pricing plan (Transportation Service Using Dedicated Transmission Facilities), or special gas supply
agreements approved by the Arizona Corporation Commission ("ACC") that meet the minimum transportation requirements
under the T-1 or T-2 pricing plans.

Service under the Negotiated Sales Program ("NSP") will be the sale of natural gas to a transportation customer who has
negotiated with the Company for the delivery of natural gas to the interconnection of the Company's distribution system and
an upstream pipeline at the City Gate. NSP service will be interruptible service at the election of the Customer.

RATE
The rates to be charged for this sen/ice shall be those negotiated between the Company and each Customer.

CONDITIONS
NSP service shall be provided subject to the provision of this pricing plan, the T-1 pricing plan, the T-2 pricing plan, or
special gas supply agreements approved by the Acc, as applicable.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.
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UNS Gas, Inc.

Pricing Plan MISC-1

Miscellaneous Service Fees
(DELETE -n ALL SERVICE FEES ARE LOCATED IN THE RULES

AND REGULATIONS - SEE STATEMENT OF ADDITIONAL

CHARGES

In addition to the Pricing Plans on file and approved by the Arizona Corporation Commission for natural gas service, the

following fees are also approved for the respective services listed:

Service Transfer Fee
Transfer of service from one customer to another, when meter is not turned off, per occurrence @ $15.00

Collection Fee
When overdue payment is collected by a Company representative at the customers premises, per occurrence @ $20.00

Special Call Out
When a special call-0ut is required, the minimum charge shall be for one hour at the Company's then prevailing
after hours rate for service work on the customer's premises.

Establishment of Service
During regular working hours, per occurrence @
When performed outside of regular working hours, per occurrence @

$25.00

$35.00

Re-establishment. Reconnection of Service for Non-Pavment
During regular working hours, per occurrence @

When performed outside of regular working hours, occurrence @

$45.00

$55.00

Re-establishment, Reconnection of Service for Other Reasons
During regular working hours, per occurrence @
When performed outside of regular working hours, per occurrence @

$35.00
$45.00

Customer Requested Meter Re-Reads

When reading is correct, per occurrence @ $15.00

Customer Requested Meter Test
When meter tests are accurate within +I- 3%, per occurrence @ $65.00

Insufficient Funds Check (NSF)

Insufficient funds, per occurrence @ $15.00

Multiple Attempts to Connect
When more than one failed attempt to establish service due to customer not home or facilities not ready,

per occurrence @
Regular working hours are defined as non-holiday weekdays from 8:30 AM to 4:30 PM.

$15.00
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UNS Gas, Inc.
Pricing Plan T-1 Supplementary Information

Transportation of Customer-Secured Natural Gas

Transportation customers procure their own gas and UNS Gas, Inc. ("Company") transports it from the

connection with the interstate pipeline (at the city gate) over the Company's pipeline system to the

customer's facility. To qualify, customers must use a minimum of 120,000 terms per year.

The rates per therm for transportation sen/ice from the city gate to the customer's facility are as follows:

Large Volume Commercial

Large Volume Industrial

Large Volume Public Authority

$020544-148 per therm

$0.11369952 per therm

$0.14304498 per therm

Customers must also pay for the following items:

t . Charges for  lost  and unaccounted for  gas in

(Transportation of Customer-Secured Natural Gas),

2. A minimum Customer Charge of $10§Q per month,

3. Tele metering equipment and a telephone line, and

4. The costs for delivery of gas to the city gate.

accordance with Pricing Plan T-1
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

AVAILABILITY
This pricing plan is available to any qualifying Customer for transportation of natural gas by the Company from existing
interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s) on the
Company's system throughout its certificated Arizona Gas Service Area under the following conditions:

The Company has available capacity to render the requested service without construction of any additional
facilities, except as provided by Section 8 of this pricing plan under Facility Additions,.

2. The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-
party transportation agreements with quantities, and for a term compatible with the service being requested from
the Company.

The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-

User.

The Customers gas to be transported is greater than 120,000 terms per year. A Customer receiving service from
the Company at multiple locations may aggregate meters with annual consumption of no less than 50,000 terms
per meter to qualify for this sen/ice provided that all meter locations are served under a single entity. in addition,
the annual consumption of customers that are aggregated must be greater than 120,000 terms per year.

APPLICABILITY
This pricing plan shall apply to gas transported by the Company for Customer pursuant to the executed service agreement.

The basic transportation service rendered under this pricing plan shall consist of:

(a) The receipt by the Company for the account of the Customer of the Customer's gas at the Receipt Point,

(b) The transportation of gas through the Company's gas system for the account of the Customer, and

(c) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery
Point(s).

(a)

(b)

(G)

Transportation: Service is firm and uninterrupted except for the following:

Curtailment in accordance with the Company's curtailment priority procedures,

When the Company determines it has insufficient capacity on its system or from its upstream pipeline, or

Customer's gas supply to the Company is insufficient to meet its requirement.
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Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVICES

3. Any Customer sewed under this pricing plan that requests service under a sales pricing plan is ineligible to return
to transportation sen/ice for a period of not less than twelve (12) months.

RATES
A discount from the following rates may be offered at the sole discretion of the Company if such discount is in the best
interest of the Company and its ratepayers. The maximum amount that the Customer shall pay the Company monthly will

be the sum of the following charges:

Customer Charge her Month: $10§G.00 per meter

Volume Charge: An amount equal to the applicable unit transportation rate for each therm of Customer-secured
gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing
Plan Summary. The volume charge will consist of the following:

(a) An amount equal to the applicable unit sales margin for each therm as set forth in the Customer's
otherwise applicable sales pricing plan for each meter. This volume charge will cover the Company's
Delivery Charge as specified in the currently effective gas sales pricing plan but not including the base
cost of gas specified therein.

In no event will the minimum fargo be loco than that cot forth in Sootion 4.1 boil.

(b) An amount to reflect lost and unaccounted for gas as determined by the differential between the gas costs
on a sales basis and gas costs on a purchase basis determined in the development of the currently
effective, Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company, at its sole option,
may allow lost and unaccounted for gas to be paid in kind.

(c) Any applicable imbalance charges as specified in Pavement For Excess Quantities Section-7-of this pricing

plan.

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company
in excess of those specified in section (c) above and are deemed by the Company to be applicable to the
transportation service rendered for the Customer under these pricing plans.

Mini run Charge: The minimum charge will be the Basic Customer Charge per Month plus $0.005 per therm.
l

I

I
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

ADMINISTRATIVE PROCEDURES

Processing Requests for Transportation Service: Requests for transportation hereunder shall be made by, and

shall be deemed to be complete upon, the Customer providing the following information to the Company:

(a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily

Quantity applicable to each delivery point and estimated total quantities to be received and transported
monthly over the delivery period should be stated individually in terms for each receipt point.

(b)

(0)

Deliver Point(s): Point(s) of delivery by the Company to the Customer.

Term of Service:
i. Date of service requested to commence,
ii. Date service requested to terminate, if known, and
iii. Minimum term for transportation service shall be twelve (12) months.

(d) Performance: A statement from the Customer certifying that the Customer has or will have title to the gas
to be delivered to the Company for transportation and has entered into or will enter into those
arrangements necessary to assure all upstream transportation will be in place prior to the commencement
of service under a Transportation Agreement. The Customer's Agent, if any, must be named.

Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for execution
a Transportation Agreement. If the Customer fails to execute the Transportation Agreement within thirty (30) days of the
date tendered, the Customers request shall be deemed null and void.

OPERATING PROCEDURES

Nominating and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the
upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,
that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customers Agent shall be responsible for submitting nominations to the upstream pipeline and
notifying the Company's designated representative in writing no later than one (1) hour prior to the upstream

pipeline's nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the
first of the month and within the month if there are changes to the nominations. The Customer is responsible for

confirming the timely receipt of this information by the Company. The Company will confirm whether it has
sufficient operational capacity to deliver all or a portion of the Customer's gas.
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

Operatinq Information and Estimates: Upon request of the Company, the Customer shall from time to time submit
its best estimates of the daily, monthly and annual volumes of gas to be transported, including peak day
requirements, together with such other operating data as the Company may require in order to schedule its
operations.

The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000
terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage
exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an
hourly rate of 1,000 terms per hour.

Is. Quantities: All quantities referred to under in-Ooeratinu Procedures of this pricing plan Seetien-6-shall be provided

as dekatherms ("DTH") (one million British Thermal Units).

Deliverability: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability
of gas supply or interruption of third party transportation services.

Other Operating Procedures: The Company may require additional information or enforce other operating
procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the
movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These
additional operating procedures may be enforced upon vefoal notice to each Customer or the Customers Agent
with twenty-four (24) hour notice of implementation.

I

Balancing: Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as nearly as
feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to vary

receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined as
the difference between the Customer's total monthly metered quantities and the Customers total scheduled
transportation quantity. Customers are provided a monthly operating window, under which the Customer's
cumulative imbalances must be within plus or minus 5 percent (+l- 5%) of the month's total of daily scheduled
transportation quantities, plus any Company-approved imbalance adjustment quantity, or 1,§@Q,QOQ terms,
whichever is greater. imbalances established in excess of the applicable monthly operating window will be subject
to imbalance charges as specified in Pavement for Excess Quantities Seetielt-1-of this pricing plan. However, if the
Customer has an imbalance outside this limit and contacts the Company before the end of the last business day of
the month, the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the limits

before any imbalance charges specified in Payment for Excess Quantities Section-7-are applied. Customer is then
ineligible for a "cure period" for the following month._ If in the Company's sole good faith judgment and operating
conditions permit, the Company will increase the monthly operating window. Any imbalance (plus or minus)

carried forward shall be considered first through the meter during the next daily or monthly period, as applicable.

Upon Customer request, the Company will permit electronic read-only access to the telemetering facilities
described in Facilitv Additions of this Dricirlq plan Section 8 or provide daily meter reads each calendar day.

I
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

Adiustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customer's agent.
Therefore, actual daily volumes invoiced will be compared with daily nominated volumes. Should adjustments to

the nominated volumes become necessary, such adjustments will be applied to the nomination for the month in
which the volumes were delivered to the Customer for the purposes of determining the applicability of the

provisions of this pricing plan.

Customer Default: The Company shall not be required to perform or continue service on behalf of any Customer
that fails to comply with the terms contained in this pricing plan and the terms of the Customer's Transportation

Service Agreement with the Company. The Company shall have the right to waive any one or more specific
defaults by any Customer under any provision of this pricing plan or the service agreement, provided, however,
that no such waiver shall operate or be construed as a waiver of any other existing or future default or defaults,
whether of a like or different character.

Operational Curtailment: The Company reserves the right to impose, at any time, any reasonable operating
conditions upon the transportation of the Customers gas which the Company, in its sole good faith judgment,
deems necessary to maintain safe and efficient operation of its distribution system, or to make the operating terms
and conditions of service hereunder compatible with those of its upstream pipelines. Under such circumstances,
the following conditions shall apply:

(a) Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition
to any otherwise applicable charges, a penalty of $10.00 per DTH for all unauthorized quantities during
the curtailment period.

(b) The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior
to the commencement of the delivery of gas.

(c) Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas
day. In the event an operational curtailment is imposed on the current gas day, a minimum one-hour
grace period will be allowed before penalties begin to apply,

PAYMENT FOR EXCESS QUANTITIES

1. Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly
operating window under the conditions set forth in Balacinu described as part of Oberatinq Procedures SeGtieF+6=fé
herein. The portion of any imbalance quantity established by a Customer in excess of the applicable monthly
operating window is defined as an excess imbalance quantity. The imbalance charge will be based on the
Company's short term purchases, where short term purchases are defined as gas for which the price is determined
in the calendar month of use. In addition to the charges payable under this pricing plan, any monthly excess
quantity shall be billed as follows:

I
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Percentage Excess imbalance Positive Negative

Equal to or less than 5% 100% 100%

Over 5% and less than or equal to 15% 90% 110%

Over 15% and less than or equal to 20% 80% 120%

Over 20% and less than or equal to 30% 70% 130%

Over 30% 60% 140%

l i

llnisourceEnergy UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVICES

(a) Positive Excess imbalance
A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds
the Customers metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be retained by the Company and eliminated after the Customer's bill is credited as
follows:

(i) The price of the positive imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's least expensive short term purchases
(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance
volume associated with all T-1 customers. This weighted average cost per therm will be

multiplied by the Customer's positive imbalance volume and the percentage associated with
the Customer's "Percentage Excess imbalance" in the "Positive" column in Table 1 below.

(b) Negative Excess Imbalance
A negative excess imbalance exists when the sum of the Customer's scheduled transportation
quantity is less than the metered quantity by more than the applicable monthly operating window.

The excess imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's most expensive short term purchases
(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for
the aggregate negative imbalance volume associated with all T-1 customers. This weighted
average cost per therm will be multiplied by the Customer's negative imbalance volume and
the percentage associated with the Customer's "Percentage Excess Imbalance" in the
"Negative" column in Table 1 below.

Table 1

Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance
shall be settled pursuant to section Pavement For Excess Quantities herein.Section 7.1. For purposes of this

settlement, no operating window applies.
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Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVICES

Under no circumstances shall the_Ss_ection Pavement For Excess Quantities I4-above be considered as giving the
Customer any right to take excess quantity gas, other than as provided in Ooeratinq Procedures by Sect'on 6.6
hereof, nor shall the s ection Pavement For Excess Quantities 7.1 or payment thereunder be considered as a
substitute for any other remedy available to the Company against the offending Customer for failure to respect its

obligation to stay within its authorized quantities.

FACILITY ADDITIONS

Any facilities which must be installed by the Company to serve the Customer will be constructed in accordance with the
Rules and Regulations as approved from time to time by the Arizona Corporation Commission. Telemetering facilities on
each meter will be installed at the Customer's expense. Customers requiring telemetering facilities shall provide, at the
Customer's expense, a dedicated telephone line for the Company's use in communicating with the telemetering facilities
and will pay any and all costs associated with that phone line. Further, any existing special surcharges or minimum bill
provisions designed to recover the cost of facilities for any Customer shall remain in effect and may serve to increase
maximum allowable transportation rate levels pursuant to this pricing plan.

THIRD PARTY CHARGES
The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines
and by any other upstream transporter and gas gatherers, either before or after termination of the Transportation
Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the
transportation of Customer's gas hereunder and should, therefore, appropriately be borne by the Customer. Such charges,
whether levied in dollars or gas, may include, but shall not be limited to, standby charges or reservation fees, prepayments,

applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research institute
surcharges, penalty charges and filing fees.

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the

actual quantities of natural gas delivered to the Customer.

CONDITIONS FOR CONVERTING TO T-1 SERVICE

Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following

conditions and requirements:

1. T-1 service will commence at the beginning of the first calendar month following the end of five (5) days after
receipt of the customer sen/ice change request.

Customer will be billed or credited the Customer's pro rata share of the balance in the Company's PGA bank,

calculated as follows:
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Pricing Plan T-1

Transportation of Customer-Secured Natural GasSERVIBES

(a) Starting from the later of the month of initiation of gas sales service by the Customer, or the date of

initiation of the current PGA bank, through the last month of sales service, the Customers actual therm
usage will be multiplied, on a month-by-month basis, by the difference between the Company's actual
commodity cost per therm and the Gas Cost component of the Basic Cost of Service Rate adjusted for

any PGA and PGA Surcharge that may be in effect from time to time,

(b) The sum of these monthly calculated values equals the Customers charge or credit due for conversion to

sen/ice under this pricing plan,

(C) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to
the carrying charge rate applicable to the PGA bank at the time of conversion to service under this pricing
plan.

If a Customer converts back to a pricing plan for gas sales service while the PGA Surcharge existing at the time of
the switch to T-1 service is still in effect, such Surcharge will not be applicable to the Customers billed usage for
the period it remains in effect. However, any future PGA Surcharge that may be put into effect will be applicable to
the Customer*'s billed usage.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

CONDITIONS

Transportation of Customer-owned natural gas hereunder shall be limited to natural gas of equal or higher quality
than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to the
Customer shall be deemed to be the same quality as that gas received by the Company for transportation.
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UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

With respect to the Company's capacity to deliver gas at any particular time, the curtailment priority of any

Customer sen/ed under this pricing plan shall be the same as the curtailment priority established for other
Customers sewed pursuant to the Company's pricing plan which would otherwise be available to such Customer.
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

AVAILABILITY
This pricing plan is only available to any qualifying Customer for transportation of natural gas by the Company from

dedicated interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s)
on the Company's transmission system throughout its certificated Arizona Gas Service Area under the following conditions:

1. The Company has or will have available capacity to render the requested service utilizing facilities dedicated to the
requirements of the Customer, except as provided under Facilitv Additions by Section 8 hereof,

The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-

party transportation agreements with quantities and for a term compatible with the service being requested from
the Company,

The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-

User,

4. The Customer's requirement for gas to be transported is greater than 1,000 terms per day or 120,000 terms per

year, and

5. The Customer is not taking service through dedicated facilities under the provisions of a special contract approved

by the Arizona Corporation Commission ("ACC").

The Customer is classified as a utility that produces electricity.

APPLICABILIW
This pricing plan shall apply to gas transported by the Company for Customer pursuant to the executed sen/ice agreement.

1. The basic transportation service rendered under this pricing plan shall consist of:

The receipt by the Company for the account of the Customer of the Customer's gas at the Receipt Point,

The transportation of gas through the Company's gas system for the account of the Customer, and

(a)

(b)

(c ) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery

P0int(s).

Transportation: Service is firm and uninterrupted except for the following:

Curtailment in accordance with the Company's curtailment priority procedures,

When the Company determines it has insufficient capacity on its system or from its upstream pipeline, or

(a)

(b)

I
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Transportation Service Using Dedicated
Transmission Facilities

(C) Customer's gas supply to the Company is insufficient to meet its requirement.

Any Customer sewed under this pricing plan is ineligible to obtain sales service without executing a special

contract approved by the ACC.

RATES
A monthly net bill at the following rates plus any adjustments incorporated in this pricing plan:

Customer Charcze per month: $10§9.00 per meter

Volume Charqe: An amount equal to the applicable unit transportation rate for each therm of Customer-secured
gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing
Plan Summary. The volume charge will consist of the following:

(a) An amount to fund the Company's low income rate program equal to the portion of the applicable unit
sales margin for each therm included in rates as set forth in the Customer's otherwise applicable sales
pricing plan for each meter.

(b) An amount to reflect lost and unaccounted for gas as determined by the differential between the gas cost
on a sales basis and gas cost on a purchase basis determined in the development of the currently
effective Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company at its sole option may
allow lost and unaccounted for gas to be paid in kind.

(G) Any applicable imbalance charges as specified in Payment For Excess Quantities Seetien-7-0f this pricing
plan.

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company
in excess of those specified in section (c) above and are deemed by the Company to be applicable to the

transportation service rendered for the Customer under this pricing plan.

Reservation Charqe: An annual charge to be billed in twelve (12) equal monthly installments equal to the fully
allocated costs to provide the dedicated facilities necessary to serve the Customer as described more fully in

Rates of this pricing Dlan°oc*'cn °.° blew.

Determined on the basis of a fully allocated cost study filed with and approved by the ACC in the context of a
general rate case except when the request for service is non-coincident with a rate filing. In the latter case, the
Reservation Charge will be computed by the Company including the following elements:

Filed By:

I Title:
District:

I

I

3.

Raymond S. Heyman

Senior Vice President, General Counsel
Entire Gas Sen/ice Area

Tariff No.:

Effective:

Page No.:

T-2

December 1 2Q@7PENDING

2 of  10



I I

llnisnurce neruda
SERVICES

UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

(al Return and income taxes at the rate of return approved by the ACC in the Company's last general rate
case computed on the basis of the installed costs of the dedicated facilities plus an allocation of other rate
base items including, as appropriate: intangible, general and common plant investment, less any

applicable accumulated depreciation and deferred taxes, an allowance for working capital and materials
and supplies,

(b) Operations expense including all operating and maintenance expenses, depreciation and amortization
expense, taxes other than income related to the dedicated facilities and allocated rate base,

(C) Allocated indirect expense including an appropriate portion of customer accounting, sales and
information, and administrative and general expenses, and

(d) Any other allocated costs incurred either directly or indirectly to provide the requested service.

Special Surcharge: An annual charge to be computed on the basis of the twelve (12) months ending September of
the prior year and billed beginning in January in equal monthly installments, computed as the sum of the following

charges:

(H) The revenue requirements for any additional investments required to provide the service requested by
Customer subsequent to the establishment of the currently effective Reservation Charge,

(b) Any non-recurring operating and maintenance expenses associated with the facilities dedicated to the
Customer in the previous year, and

(C) Any extraordinary expenses incurred by the Company on behalf of the Customer not included in (a) or (b)
above.

Minimum Charge: The minimum charge will be the sum of the Basic Customer Charge per Month, the monthly

Reservation Charge and anymonthly Special Surcharge.

ADMINISTRATIVE PROCEDURES

Processing Requests for Transportation Service: Requests for transportation hereunder shall be made by, and
shall be deemed to be complete upon, the Customer providing the following information to the Company:

(a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily

Quantity applicable to each delivery point, and estimated total quantities to be received and transported
monthly over the delivery period should be stated individually in terms for each receipt point.
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(b)

(c )

Deliver Point(s): Point(s) of delivery by the Company to the Customer.

Term of Service:
i. Date service requested to commence,
ii. Date service requested to terminate, if known, and
iii. Minimum term for transportation service shall be twelve (12) months.

(d) Performance: A statement from the Customer certifying that the Customer has or will have title to the gas
to be delivered to the Company for transportation and has entered into or will enter into those
arrangements necessary to assure all upstream transportation will be in place prior to the commencement

of service under a Transportation Agreement. The Customer's Agent, if any, must be named .

[~
Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for
execution a Transportation Agreement, If the Customer fails to execute the Transportation Agreement within thirty
(30) days of the date tendered, the Customers request shall be deemed null and void.

Construction Requirements: In the event that the Customer's request for service requires the construction of

additional transmission facilities not otherwise addressed insection Pavement For Excess Quantities hero. Seetien
Z-Extension of Lines, in the Company's current Rules and Regulations, the following additional provisions may

apply;

(a) The Company may request an advance for engineering and design services based on the Company's
estimate of the anticipated costs related to the requested dedicated facilities,

(b )

(c )

Any advance for engineering and design will be refunded to the Customer on commencement of service,

Actual engineering and design costs will be included in the dedicated facilities' costs and recovered as a
part of the Reservation Charge,

(d)

(e)

If the dedicated facilities are not placed in service for any reason, the Company may retain the advance,

Prior to the initiation of construction of the dedicated facilities, the Company will provide an estimate of the
total costs and resulting annual costs to Customer,

(f) The Company shall not be liable for any differences between actual construction costs and estimated
costs,

(Q) Customer may withdraw the request for service prior to initiation of construction, and

ii
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(h) The Customer may request that construction cease prior to completion. However, if the dedicated
facilities are not completed or placed in service, the Customer is liable for service under the terms of this

pricing plan as if the facilities had been completed, based on the total construction costs expended on
behalf of the Customer.

I
OPERATING PROCEDURES

1. Nominatinq and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the

upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,
that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customer's Agent shall be responsible for submitting nominations to the upstream pipeline and
notifying the Company's designated representative in writing no later than one (1) hour prior to the upstream
pipeline's nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the
first of the month and within the month if there are changes to the nominations. The Customer is responsible for
confirming the timely receipt of this information by the Company. The Company will confirm whether it has sufficient
operational capacity to deliver all or a portion of the Customer's gas.

2. Operating Information and Estimates: Upon request 0f the Company, the Customer shall from time to time submit its
best estimates of the daily, monthly and annual volumes of gas to be transported, including peak day requirements,

together with such other operating data as the Company may require in order to schedule its operations.

The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000
terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage
exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an
hourly rate of 1 ,.000 terms per hour.

14. Quantities: All quantities referred to under Operatinci Procedures in Section 6 shall be provided as dekatherms
("DTH") (one million British Thermal Units).

5. Defiverability: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability
of gas supply or interruption of third party transportation sen/ices.

Other Operating Procedures: The Company may require additional information or enforce other operating

procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the
movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These
additional operating procedures may be enforced upon verbal notice to each Customer or the Customer's Agent
with twenty-four (24) hour notice of implementation.

1 7. (f) Balancing: Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as
nearly as feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to

I
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vary receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined

as the difference between the Customer's total monthly metered quantities and the Customer's total scheduled
transportation quantity. Customers are provided a monthly operating window, under which the Customers

cumulative imbalances must be within plus or minus 5 percent (+/- 5%) of the month's total of daily scheduled
transportation quantities, plus any Company-approved imbalance adjustment quantity, or 1,_5_QQO:QOG terms,

whichever is greater. imbalances established in excess of the applicable monthly operating window will be subject
to imbalance charges as specified under Pavement For Excess Quantitiesin Section 7 _of this pricing plan. However,
if the Customer has an imbalance outside this limit and contacts the Company before the end of the last business
day of the month, the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the

limits before any imbalance charges specified under Pavement For Excess Quantities Ir: Section 7 are applied.
Customer is then ineligible for a "cure period" for the following month. If in the Company's sole good faith judgment
and operating conditions permit, the Company will increase the monthly operating window. Any imbalance (plus or
minus) carried forward shall be considered first through the meter during the next daily or monthly period, as
applicable.

-Upon Customer request, the Company will permit electronic read-only access to the telemetering facilities
described under Facilitv Additions in Notion 8 or provide daily meter reads each calendar day.

l~ 1 2. 8 -Adiustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customers

agent. Therefore, actual daily volumes invoiced will be compared with daily nominated volumes. Should
adjustments to the nominated volumes become necessary, such adjustments will be applied to the nomination for

the month in which the volumes were delivered to the Customer for the purposes of determining the applicability of
the provisions of this pricing plan.

I s. Customer Default: The Company shall not be required to perform or continue service on behalf of any
Customer that fails to comply with the terms contained in this pricing plan and the terms of the Customer's
Transportation Sen/ice Agreement with the Company. The Company shall have the right to waive any one or more
specific defaults by any Customer under any provision of this pricing plan or the service agreement, provided,
however, that no such waiver shall operate or be construed as a waiver of any other existing or future default or

defaults, whether of a like or different character.

ah\
v 'I

1 4. (i i Operational Curtailment: The Company reserves the right to impose, at any time, any reasonable
operating conditions upon the transportation of the Customer's gas which the Company, in its sole good faith
judgment, deems necessary to maintain safe and efficient operation of its distribution system, or to make the

operating rems and conditions of service hereunder compatible with those of its upstream pipelines. Under such
circumstances, the following conditions shall apply:

4a45. Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition to any
othenAlise applicable charges, a penalty of $10.00 per DTH for all unauthorized quantities during the curtailment
period.
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I 146. The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior to the
commencement of the delivery of gas.

I 47. Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas day. In the

event an operational curtailment is imposed on the current gas day, a minimum one-hour grace period will be
allowed before penalties begin to apply,

PAYMENT FOR EXCESS QUANTITIES

Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly
operating window under the conditions set forth under Balacina described as Dart of Ooeratinq Procedures in

Sec*icr: 6.6 herein. The portion of any imbalance quantity established by a Customer in excess of the applicable
monthly operating window is defined as an excess imbalance quantity. The imbalance charge will be based on the
Company's short term purchases, where short term purchases are defined as gas for which the price is determined

in the calendar month of use. In addition to the charges payable under this pricing plan, any monthly excess
quantity shall be billed as follows:

(al Positive Excess Imbalance

A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds the
Customer's metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be retained by the Company and eliminated after the Customer's bill is credited as
follows:

(i) The price of the positive imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's least expensive short term purchases
(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance
volume associated with all T-2 customers. This weighted average cost per therm will be

multiplied by the Customer's positive imbalance volume and the percentage associated with the
Customers "Percentage Excess imbalance" in the "Positive" column in Table 1 before.

(b) Negative Excess Imbalance

A negative excess imbalance exists when the sum of the Customer's scheduled transportation quantity is
less than the metered quantity by more than the applicable monthly operating window. The excess
imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the
weighted average cost per therm of the Company's most expensive short term purchases
(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for the
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Percentage Excess Imbalance Positive Negative

Equal to or less than 5% 100% 100%

Over 5% and less than or equal to 15% 90% 110%

Over 15% and less than or equal to 20% 80% 120%

Over 20% and less than or equal to 30% 70% 130%

Over 30% 60% 140%
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Transportation Service Using Dedicated
Transmission Facilities

aggregate negative imbalance volume associated with all T-2 customers. This weighted average

cost per therm will be multiplied by the Customer's negative imbalance volume and the
percentage associated with the Customer's "Percentage Excess imbalance" in the "Negative"

column in Table 1 below.

Table 1

2. Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance
shall be settled pursuant to section Pavement For Excess Quantities herein. For purposes of this settlement, no
operating window applies.

3. Under no circumstances shall the section Pavement For Excess Quantities above be considered as giving the
Customer any right to take excess quantity gas, other than as provided in Operating Procedures hereof, nor shall
the section Pavement For Excess Quantities or payment thereunder be considered as a substitute for any other
remedy available to the Company against the offending Customer for failure to respect its obligation to stay within

its authorized quantities.

FACILIW ADDITIONS
Any facilities which must be installed by the Company to serve the Customer will be constructed in accordance with the
Rules of Service as approved from time to time by the ACC. Telemetering facilities on each meter will be installed at the
Customers expense. Customers requiring telemetering facilities shall provide, at the Customer's expense, a dedicated
telephone line for the Company's use in communicating with the tele metering facilities and will pay any and all costs
associated with that phone line. Further, any existing special surcharges or minimum bill provisions designed to recover the
cost of facilities for any Customer shall remain in effect and may sen/e to increase maximum allowable transportation rate

levels pursuant to this pricing plan.

THIRD PARTY CHARGES
The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines

and by any other upstream transporter and gas gatherers, either before or alter termination of the Transportation
Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the
transportation of Customer's gas hereunder and should, therefore, appropriately be home by the Customer. Such charges,
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whether levied in dollars or gas, may include, but shall not be limited to, standby charges or reservation fees, prepayments,
applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research Institute
surcharges, penalty charges, and tiling fees.

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the
actual quantities of natural gas delivered to the Customer.

CONDITIONS FOR CONVERTING TO T-2 SERVICE
Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following

conditions and requirements:

T-2 service will commence at the beginning of the first calendar month following the end of five (5) days after
receipt of the customer service change request or completion of any required facilities, whichever is later.

I Customer will be billed or credited the Customer's pro rata share of the balance in the PGA bank accumulated
while served under the Company's sales pricing plan, calculated as follows:

I (a)

i

Starting from the later of the month of initiation of gas sales service by the Customer, or the date of

initiation of the current PGA bank, through the Customer's last month of sales service, the Customer's
actual therm usage will be multiplied, on a month-by-month basis, by the difference between the

Company's actual commodity cost per them and the Gas Cost component of the Base Cost of Service
Rate adjusted for any PGA and PGA Surcharge that may be in effect from time-to-time,

(b) The sum of these monthly calculated values equals the Customers charge or credit due for conversion to

service under this pricing plan,

(c) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to
the carrying charge rate applicable to the PGA bank at the time of conversion to service under this pricing

plan.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.

I
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CONDITIONS

1. Transportation of Customer owned natural gas hereunder shall be limited to natural gas of equal or higher quality
than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to tile

Customer shall be deemed to be the same quality as that gas received by the Company for transportation.

2. With respect to the Company's capacity to deliver gas at any particular time, the curtailment priority of any
Customer served under this pricing plan shall be the same as the curtailment priority established for other
Customers served pursuant to the Company's pricing plan, which would othenuise be applicable to such

Customer.
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Purchased Gas Adjustment (PGA)

APPLICABILITY

To all Company pricing plans, unless otherwise specified.

CHANGE IN RATE

UNS GAS Pricing Plans shall include a Cost of Natural Gas Charge ("CNGC") which recovers the cost of gas (natural,
manufactured or in any approved form) purchased by UES on behalf of its customer. The cost of natural gas shall include
all costs (demand, energy, customer-related and other) of the physical gas commodity and all costs assessed to facilitate

transportation and delivery of gas on a firm basis and at an appropriate pressure (unless otherwise specified by tariff or
contract) to UES, including but not limited to carrying and other costs not elsewhere recovered. Carrvinu cost aoolied to
PGA bank balances will be subject to the 3-month LIBOR rate as published by the Federal Reset/e. plus 1.0% to cover the
additional margin that UNS Gas must wav for short-term borrowings. The CNGC consists of the Purchased Gas Adjustment

("PGA") rate and any surcharge or credit authorized by the The Arizona Corporation Commission ("ACC") for recovery or
refund of previous gas costs. The CNGC shall be subject to increases or decreases by the amount of the PGA which is
based on the rolling twelve (12) month average of actual purchased gas costs and sales. The ACC has banded the PGA
change so that the new PGA calculated for the month cannot be more than $0.15 per therm different than the PGA rate in
effect during any of the preceding twelve (12) months, unless authorized by the ACC.

BANK BALANCE
The Company shall maintain an account to assure that it will neither over nor under collect, except to the extent authorized,
as a result of adjustment in rates determined under the operation of this pricing plan. Entries shall be made monthly to
reflect the amounts paid to suppliers for gas as recorded in the Federal Energy Regulatory Commission series of accounts
numbered 800 through 806, less the cost of such gas (adjusted volumes multiplied by the CNGC). Interest will be applied to
over and under collected bank balances based on the three (3) month commercial financial paper rate for each month,
contained in the Federal Reserve Statistical Release, H-15, or its successor publication.

MONTHLY INFORMATION FILINGS
Each month, the Company shall make a cost of gas information filing that shall include gas volumes and costs by supply
source, supplier refunds, credits, billing adjustments, and lost and unaccounted for gas. Each tiling shall include monthly
sales revenues, volumes, and number of customers by class. The filing should also include historical summaries of actual
twelve (12) month purchase gas volumes, costs and sales activity to support the computation of the monthly PGA rate, in
the format required by Decision Nos. 61225 and 62994.

ADDITIONAL REQUIREMENTS
Notification to the ACC is required if the PGA bank balance exceeds an over collection of $10,000,000. The Company must

file an application for an adjustment within forty-five (45) days of completing the monthly informational filing that illustrates
the threshold has been exceeded or contact the ACC to discuss why a credit is not necessary at this time. If the PGA bank
balance is under collected, the Company has the right to file an application with the ACC requesting a surcharge. The ACC,
upon review, may authorize the balance to be amortized through the surcharge/credit as part of the CNGC for a specified

Filed By:

I Title:

District:

Raymond S. Heyman
Senior Vice President, General Counsel
Entire Gas Service Area

Tariff No.:

Effective:

Page No.:

RR-1

Mccmbcr 1, 2007pEnDlnG

1 of 2



4 |

Unisuurcefllilfg
SERVICES

UNS Gas, Inc.
Rider RR-1

Purchased Gas Adjustment (PGA)

period. Lost and unaccounted for gas recovery is limited to the lesser of the actual costs incurred or up to five percent

(5.00%) of total annual throughput.

TAX CLAUSE

To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part
of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the
Company.

RULES AND REGULATIONS
The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission
shall apply where not inconsistent with this pricing plan.
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1. INTRODUCTION.1

2

3

4

Q. Please state your name and address.

My name is D. Bentley Erdwurm. My business address is One South Church Avenue,

Tucson, Arizona 85701 .

Q- Did you file Direct Testimony in this proceeding?

Yes.

Q. On whose behalf are you filing your Rebuttal Testimony in this proceeding?

A. My Rebuttal Testimony is filed on behalf of UNS Gas, Inc. ("UNS Gas").

5

6

7

8

9

10

l l

12

13 Q.

14 A.

What is the purpose of your Rebuttal Testimony in this proceeding?

The purpose of my Rebuttal Testimony is to address Arizona Corporation Commission

("Commission") Staffs and the Residential Utility Consumer Office's ("RUCO") Direct

Testimony on (i) the customer annualization adjustment, and (ii) UNS Gas' proposal for

phased-in residential customer charge increases over a two-year period after rate

implementation.

15

16

17

18

19

20

21

22

11. CUSTOMER ANNUALIZATION ADJUSTMENT.

Q- Please address the issue of the customer annualization adjustment.

23

24

25

26

27

UNS Gas proposed a customer annualization adjustment that follows the methodology

approved in UNS Gas' last general rate case, Docket No. 04204A-06-0463, Decision No.

70011 (the "2006 Rate Case"). In both the 2006 Rate Case and this current, pending rate

case, I refer to the methodology approved in Decision No. 70011 as "traditional."

A.

A.

A.

1



1

2

Decision No. 70011 (at page 18-19) unambiguously expressed a preference for, and

adopted, the traditional method of customer annualization adjustments.

3

4

5

In this proceeding, UNS Gas follows the approved "traditional" customer annualization

methodology, while Staff and RUCO have deviated from this approved methodology.

6

7 Q- Please briefly describe the traditional customer annualization methodology.

8

9

10

11

12

13

14

Under this traditional approach, the monthly customer count for each of the first eleven

months of the test-year is brought equal to the customer count in the twelfth and final

month of the test-year (i.e., test-year-end). Assuming that the customer count grows by a

positive amount each month, there will be a positive customer annualization adjustment

for each month, and therefore a positive overall customer annualization adjustment.

Customer counts for the first eleven months of the test-year would need to be adjusted

upward (a positive adjustment) to bring them to the test-year-end level.

15

16

17

18

19

20

21

22

23

The purpose of the customer annualization adjustment is to recognize growth over the

test-year. The customer count in the last (12"") month of the test-year is never adjusted

because the last month is test-year-end. The count in the next-to-last (11"') month is

adjusted for one month of growth, because the eleventh month is just one month removed

from test-year-end. As one steps back in time toward the beginning of the test-year, the

monthly counts are adjusted for progressively more months of growth. In this simple

example, the monthly adjusted customer count (i.e., the actual customers plus the

adjustment for each month) over the test-year is constant and unchanging.

24

25

26

27

UNS Gas' residential and commercial customer counts exhibit some seasonal variation.

Customer counts dip in the summer, when some customers disconnect service with the

intention of reconnecting in the late fall and winter. Test-year customer counts in the

A.

2



1

2

3

4

2006 Rate Case exhibited seasonal variation similar to the variation in the current case.

In the 2006 Rate Case, the Commission stated that there was a lack of significant

seasonality, and no reason to deviate from the traditional method] The Commission's

stated position in favor of the traditional method motivated UNS Gas' use of this method.

5

6 Q-

7

Are you concerned that Staff and RUCO witnesses have abandoned the use of the

traditional customer annualization methodology?

8

9

10

11

12

13

14

Yes. Both Staff and RUCO witnesses strongly supported the traditional approach in the

2006 Rate Case. Staff's witness Mr. Ralph Smith (now RUCO's witness) testified that the

"tradit ional method of customer annualization has been effective in appropriately

coordinating the revenue element of the ratemaking fionnula with the other components,

such as rate base."2 Likewise, RUCO's witness, Ms. Marylee Diaz-Cortez, stated that

UNS Gas does not experience "extreme seasonality" and that there is no "reason to depart

from the "traditional" or Commission-accepted methodology of revenue annualization.973

15

16 Q-

17

Please compare the impact of applying the traditional approach in this case, as

compared to the 2006 Rate Case.

18 A.

19

20

21

22

In the 2006 Rate Case, the traditional approach resulted in a less favorable result for UNS

Gas (i.e. ,  lower final rate levels),  and the traditional approach was wholeheartedly

supported by Staff and RUCO. By contrast, in this current case, the traditional approach

results in a more favorable outcome for UNS Gas (i.e., higher final rate levels), however,

Staff and RUCO now appear to have soured on the traditional approach.

23

24

25

26

27
1 Decision No. 70011 at page 19.
2 Surrebuttal Testimony of Ralph C. Smith, Docket No. G-04204A-06-0463, page 21, lines 16-18.
3 Surrebuttal Testimony of Marylee Diaz-Cortez, Docket No. G-04204A-06-0463, page 12, lines 20-23.

A.
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1 Q- What non-traditional methods did RUCO and Staff use?

2 A

3

4

5

RUCO witness Mr. Smith proposes no customer annualization adjustment. RUCO's

position is a rejection of the traditional approach, because under the traditional approach an

adjustment should be made. Staff witness Dr. Thomas Fish proposes a very non-standard

approach that is theoretically flawed and has an unwarranted positive bias that is

detrimental to UNS Gas.6

7

8 Q. How is Dr. Fish's customer annualization method flawed?

9

10

12

Dr. Fish's approach fails to meet the most basic goals of the customer annualization

adjustment. Specifically it:

adjusts customer counts to levels exceeding not only test-year-end, but all months

of the test-year - and even months beyond the test-year (see Exhibit DBE-3 for

13

14

customer counts),

a future test-year approach customer annualization adjustment

15

16

17

applies to the

without applying future test-year methods to all other aspects of the ratemaking

process - and thus violates the "matching principle",

uses a significantly overstated and unsupportable customer count growth rate,

18 fails to adjust customer count to test-year-end levels, and

is not known and measurable because it uses customer levels that still have not19

20 been attained and will not be attained until some unknowable date in the future.

21

22

23

24

25

26

The impacts of these individual flaws compound to create a customer annualization

adjustment far out of sync with the reality of UNS Gas' operations. From the perspective

of accepted regulatory practice in Arizona, the matching principle is violated when a future

test-year is used for customer annualization and then a historic test-year adjusted to test-

year-end levels is used for other ratemaking purposes - which is exactly what Dr. Fish has

done.27

A.

4



1 Q- How does Dr. Fish's approach violate the matching principle?

2 Customer annualization adjustments should restate customer counts to create a match in

3

4

5

6

7

8

billing determinants, revenues and expenses. In the current case, Dr. Fish discards this

matching principle by adjusting to a customer level that exceeds every monthly customer

count - whether b e f o r e ,  d u r i n g ,  o r  a f t e r  t h e  t e s t - y ea r up to the date of filing this Rebuttal

Testimony (July 8, 2009). Dr Fish's inflated customer count has not yet been achieved by

July 8, 2009 and will not be achieved until some indeterminate time in the future. It cannot

be described as "known and measurable" and it is inconsistent with the matching principle

9 as wel l  as Staff ' s  testimony in the 2006 Rate Case. Dr. Fish's overstatement of the

10

11

customer annualization adjustment is unjustified and contrary to accepted raternaking

practice in Arizona.

12

13 Q- What v1°ews has Staff expressed about matching in the past?

14 A.

15

16

17 investment, revenues and costs.

18

19

20

21

22

Staff often contends that matching is a core principle of ratemaking. For example, in the

2006 Rate Case,  Staffs  wi tness  Mr.  Smith s ta ted that "It i s  very important to be

consistent with a test period approach to ensure there is a consistent matching between

"4 By using customer counts that will not be achieved

until  far after the test-year, Dr. Fish inflates revenue and disrupts matching. As Mr.

Smith passionately argued at the Open Meeting for the 2006 Rate Case, "in the context of

that historic test-year everything is in balance when revenues are annualized to the end of

the test-year, and expenses are annualized to the end of the test-year and rate base is

annualized to the end of the test-year."5

23

24

25

26

27 4 Direct Testimony of Ralph C. Smith, Docket G-04204A-06-0463, page 5 lines 8-10.
.> Open Meeting Transcript, November 8, 2007, page 112 lines 14-18.

A.
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1 Q-

2

Has Staff expressed a specific view about considering new customers added after the

test-year in the customer annualization adjustment?

3

4

5

6

7

8

Yes. In the 2006 Rate Case, Mr. Smith testified for Staff that "customers added after the

test-year are not considered in the armualization adjustment."6 Mr. Smith elaborated that

"Customers that are added after the end of the test-year are typically not considered in an

annualization adjustment, unless it is a major customer addition and the other elements of

the ratemaldng formula (rate base, depreciation, etc) have been appropriately

There has been no "major customer addition" and Dr. Fish did not adjust$Y11ChII0[1iZ¢d-"7

9 the other elements of the ratemaking formula. Dr. Fish's use of customer counts far

10 counts that still have not been actually reached - is impossible

11

outside of the test-year -

to square with Staffs customer annualization testimony in the 2006 Rate Case.

12

13 Q. Please illustrate how Dr. Fish has adjusted customer counts to overstated levels.

14 A.

15

16

17

18

19

20

21

22

23

24

25

First, with respect to his adjustment to the regular residential rate, R-10, shown on

Schedule THF-C-4 (page l of 8) of Dr. Fish's Direct Testimony, the R-10 customer count

over the test-year (July 2007-June 2008) shows a minimum monthly count of 124,320

customers in August 2007, a maximum count of 126,799 customers in February 2008,

and a test-year-end count of 124,957 in June 2008. Dr. Fish adjusts to a residential R-10

customer count of 128,112. This exceeds the maximum test-year residential R-10

monthly count by over 1%. As discussed below, more than a year after the close of the

test-year, UNS Gas has not reached this inflated customer count and may not reach it for

some significant time to come. Dr. Fish's residential customer count exceeds all pre-test-

year counts as well as all counts occurring through July 8, 2009. While the 128,112

customer count may occur at some unknown future date, the Commission sets rates based

on historic, not future, test-years and has repeatedly used the methodology followed by

26

27 6 Surrebuttal Testimony of Ralph C. Smith, Docket No. G-04204A-06-0463, page 21, lines 25-26.
7 Id. page 22, lines 2-5.
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1

2

UNS Gas in this case. Dr. Fish's flawed annualization adjustment for R-10 makes up

70% of his total customer annualization adjustment.

3

4

5

6

7

8

9

10

11

12

13

14

15

Second, regarding Dr. Fish's adjustment to the small volume commercial rate, C-20,

shown on Schedule THF-C-4 (page 2 of 8) of Dr. Fish's Direct Testimony, the C-20

customer count over the test-year (July 2007-June 2008) shows a minimum monthly

count of 11,227 small commercial customers in August 2007, a maximum count of

11,614 customers in February 2008, and a test-year-end count of 11,384 in June 2008.

Dr. Fish adjusts to a small commercial customer count of 11,702, which slightly exceeds

even the maximum test-year count. The 11,702 customer count to which Dr. Fish adjusts

is a level that exceeds all pre-test-year counts as well as all counts occurring through the

date that this testimony is filed. Dr. Fish's flawed annualization adjustment for small

volume commercial C-20 makes up 22% of his total customer annualization adjustment.

Therefore, the flawed R-10 and C-20 customer annualization adjustments together make

up 92% of Dr. Fish's customer annualization adjustment.

16

17 Q. How did Dr. Fish manage to overstate customer counts so significantly?

18

19

20

21

22

Dr. Fish did not follow the traditional customer annualization methodology used in the

2006 Rate Case. Dr. Fish inappropriately applied a potential estimated 2.5% growth rate

referenced in UNS Gas witness David Hutchens' Direct Testimony to December 2007

class customer counts in a misguided attempt to create "normalized" future test-year-end

values. Dr. Fish should never have pressed forward with his methodology, since he

23

24

should have known the customer level to which he was adjusting had never occurred, nor

would year after the end of the test-year. The

25

26

it occur, even over a period one

methodology also was simply unreasonable given the retraction in the economy almost

immediately after the test-year and continuing to date. Even proponents of future test-

27

A.
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1

2

years might disagree with Dr. Fish's approach - effectively selecting adjustment targets

more than one year after test-year-end.

3

4

5

6

7

Even if Dr. Fish's methodology were appropriate, Dr. Fish should have used an estimate

of customer growth more suited to the typical, accepted methodology of customer

annualization. For example, R-10 customer growth over the test-year showed an

annualized growth rate of just 0.45%, less than one-fifth of Dr. Fish's 2.5% rate.

8

9

10

11

12

13

14

RUCO witness Mr. Smith's pre-filed Direct Testimony, at page 26, provides a measure of

the post-test-year retraction in the economy of the service territory. Mr. Smith shows 12-

month average residential customers growing by only 254 customers between June 2008

and March 2009, an annualized growth rate of just 0.26%, and just one-tenth of Dr.

Fish's 2.5% rate. Likewise, statistical regression analysis shows no significant positive

growth trend during or after the test-year.

15

16

17

18

19

20

21

22

Dr. Fish has compounded his error by applying the overstated growth rate inappropriately

in his customer annualization calculation. Specifically, he has applied the growth rate to

December 2007 customer counts. The December 2007 customer counts are close to the

maximum counts experienced over the test-year. Dr. Fish ensures that his customer

annualization adjustments will be inflated by the use of this methodology. He effectively

treats all months of the test-year as if they are mid-winter, high customer count months.

If past trends continue, the customer count will decline slightly in the summer. Dr. Fish

23

24

ignores this fact, and inappropriately augments his annualization adjustment with a

component attributable to seasonal variation, and not to a longer term growth trend.

25

26

27

8



1 Q-

2 A.

3

4

5

6

7

8

9

10

11 principle"

12

Is UNS Gas opposed to a future test-year approach?

No, UNS Gas would welcome a future test-year approach. However, it should not be

done piecemeal as Dr. Fish proposes. Rather, it would entail a series of adjustments to

normalize revenue and cost to some future period. The Commission would need to

consider adjustments heretofore off-limits, including inflation adjustments and price

elasticity adjustments. Additionally, future test-years would need to be used in a

consistent manner, not simply for only certain adjustments. Moreover, as I  have

explained, even under a future test-year approach, Dr. Fish's adjustment would be

extreme and likely not adopted because it is so far outside the test-year, because it is not

certain when his proposed customer level will be reached, and because the "matching

has been violated by failing to coordinate the revenue element of the

ratemaking formula with expenses, rate base, and other components affecting rates.

13

14 Q- Please discuss RUCO witness Mr. Smith's position on the customer annualization

15 adjustment.

16

17

18

19

20

21

22

23

24

25

26

27

Mr. Smith takes issue with UNS Gas proposing a negative customer annualization

adjustment for a system for which customer counts are not decreasing. Although at first

glance, Mr. Smith's position may seem to have some appeal, it appears to be a more

"heads I win, tails you lose" approach, particularly when compared with RUCO's

position in the 2006 Rate Case. In 2006, RUCO's witness Ms. Diaz Cortez argued that

the monthly customer counts did not show the type of seasonal variation to justify a

deviation from the traditional approach. Mr. Ralph Smith, testifying for Staff in the 2006

Rate Case, argued that the traditional method has been effective in coordinating the

revenue element of the ratemaking formula with other components such as rate base (the

"matching principle"). In the last case, the traditional approach led to a less

advantageous result for UNS Gas. Now that the traditional approach works to UNS Gas'

benefit, Mr. Smith argues against "rote" application of the procedure.

A.

9



1

2

3

UNS Gas strongly believes that equity dictates that the traditional approach .- as the

"accepted" approach - should apply in this case since it applied in the 2006 Rate Case

which was adjudicated very recently.

4

5 Q-

6

Explain why the consistency in customer annualization adjustment methodology is

preferable to switching back and forth between various approaches.

7 A.

8

9

10

One of the best arguments for consistency is that it promotes and supports the image of

basic fairness in the treatment of various parties to the case, Moving back and forth

between methodologies - looking for an end result of the lowest possible rates - does not

result in just and reasonable rates, is inequitable and is not in the public interest.

11

12 Q- How does Dr. Fish attempt to justify deviating from the traditional approach?

13 A. Dr. Fish points to seasonal changes in UNS Gas' number of customers. UNS Gas

14

15

16

17

18

19

experiences a slight drop in the number of customers in the summer, and Dr. Fish argues

that this seasonality renders the traditional approach inappropriate for use in this case.

However, UNS Gas' seasonality is essentially unchanged from the 2006 Rate Case, when

the Commission noted a "lack of any significant demonstrated seasonality."8 Moreover,

the alleged seasonality problem raised by Dr. Fish typically occurs whenever an Arizona

gas utility uses a test-year that ends in the summer.

20

21 Q- Are there other issues related to the customer annualization?

22 Yes. Staffs flawed customer annualization adjustment resulted in related flawed

23 adjustments

24

fruits of the poisonous tree - to weather normalization and to rate case

revenue annualization. Moreover, the flaws in Dr. Fish's rate case revenue annualization

25

26

are compounded, the revenue annualization does not fully adjust test-year revenue for the

rate change that occurred within the test-year. It appears that Dr. Fish's adjustment is

27

8 Decision No. 70011 at page 19, line 5.

A .
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1

2

3

4

5

improperly limited to his overstated customer growth estimate. A rate case annualization

adjustment should apply to all test-year sales - not just growth - billed prior to the "within-

the-test-year" rate change. Therefore, Staff' s adjustments to weather normalization and to

rate case revenue annualization do not conform to accepted methodologies and should not

be adopted.

111. CUSTOMER COUNTS SINCE THE END OF THE TEST YEAR.

Q- Do you have more recent data concerning customer counts?

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Yes. Exhibit DBE-3 shows customer count data through May 2009. After the test-year

(i.e., after June 2008), UNS Gas has experienced minimal to negative growth. Current

(May 2009) residential (R-10) and small commercial (C-20) customer counts are below

end of the test-year levels. Exhibit DBE-3 demonstrates that the customer counts used by

Dr. Fish in his customer annualization adjustment are so significantly overstated that, even

eleven months after the end of the test-year, UNS Gas' actual customer counts still fall

well short of Dr. Fish's results. Additionally, Exhibit DBE-3 demonstrates that customer

growth has slowed substantially in the test-year and in more recent months. As shown on

pages 2 and 5 of Exhibit DBE-3, year-over-year customer growth is negative for eight out

of eleven post test-year months. Thus, even if Dr. Fish's method is used, his growth factor

is clearly excessive.

22 Iv. PHASED-IN RESIDENTIAL CUSTOMER CHARGE INCREASES.

23

24 Q- Please summarize why UNS Gas is proposing to phase-in the residential customer

charge increases over a two-year period.25

26

27

My Direct Testimony focused on the need to recover more fixed costs through the fixed

customer charge component. I proposed a phased-in increase for the (non-CARES)

A.

A.
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1

2

3

4

5

6

7

8

9

10

11

12

residential customer charge, initially to $10.00 per month when new rates become effective

subsequent to the conclusion of this rate case, followed by an increase to $12.00 per month

one year after the initial rate implementation, followed by an increase to $14.00 per month

two years after the initial rate implementation. UNS Gas' proposed residential customer

charge increases are motivated by the Company's desire to (i) reduce its recovery of fixed

costs through variable volumetric energy charges, and (ii) reduce the subsidization of

customers in the warmer regions of UNS Gas' service territory by customers in cooler

regions. Fixed costs are now collected disproportionately through variable energy (per

therm) charges. UNS Gas' opportunity to recover fixed costs is jeopardized by the weather

fluctuations and potentially by socially desirable energy efficiency and conservation. A

more accurate alignment of revenue recovery and cost incursion helps align the goals of

conservation with the Company's ability to am a fair return on invested capital.

13

14 Q- Does Mr. Radigan acknowledge that the phased-in customer charge proposal is a

movement in the direction of cost-based rates?15

16

17

Yes. However, Mr. Radigan has concerns about the adverse impact on smaller residential

customers. Customer charge increases result in larger percentage increases for smaller

18 customers u

19

20 Q. Do you th ink  that  the  potent i a l  for  adverse impacts  or  "ra te  shock" i s  s ign i f i cant?

21 A.

22

23

24

25

26

27

No, too much emphasis is placed on the percentage increase in the customer charge

component. When presented in percentage terms, the increase in customer charges

approximates 65% and appears high, but when viewed in absolute terms, the increase in

the charge over three years, from $8.50 to $14.00 per month, totals $5.50 per month, the

price of a typical fast food meal. Moreover, varying portions of the increase will be offset

by lower non-fuel energy prices (per then) - thus mitigating the customer charge

increase. Again, for the sake of clarity, under the Company's proposal the customer

A.

12



1

2

charge will only increase $1 .50 per month in the first year, $2.00 per month in the second

year and finally $2.00 per month in the third year.

3

4

5

6

7

UNS Gas' request is reasonable. The proposed increases are modest when considered in

absolute dollar amounts. Further, any impact on our customers is ameliorated by the use of

a phase-in structure. These increases do not result in "rate shock" and any "rate shock"

reference is a distortion of the Company's proposal.

8

9 Q- Staff witness Dr. Fish states that the phased-in customer charge proposal is too

10 complicated. Do you agree?

11

12

13

No, I do not. No rate design component is simpler than the customer charge. There is no

basis for the idea that our customers are unable to understand a customer charge increase.

Moreover, the Commission has ordered phased-in customer charges in other dockets.

14

15 Q- Dr. Fish states that even if the subsidy between warmer and cooler areas is

16 eliminated, a new subsidy could arise.

17 Dr. Fish does not identify the nature of this potential subsidy. Our proposal is to reduce

the current subsidy, not eliminate it, and certainly not to create a new, different subsidy.18

19

20

21

Q. Dr. Fish supports his arguments with his "Customer Class Risk" analysis. What is

your opinion of this study?

22

23

24

25

26

Dr. Fish uses his statistical analysis - based on coefficients of variation - to argue that the

risk to the Company from sales variations is of no consequence. Dr. Fish may be surprised

to learn how leveraged UNS Gas's earnings are to volumetric (therm) sales, and how a

seemingly small reduction in volumetric sales can greatly reduce UNS Gas' earnings. For

example, a reduction in daenns sold of just 3% can lead to a pre-tax earnings reduction of

27

A.

A.

A.
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1 over $1,000,000 per year. Dr. Fish's analysis contains no usable sensitivity analysis, and

as presented, only serves to obscure the degree of financial risk this Company faces.2

3

4 v. EXEMPTION OF CARES CUSTOMERS FROM DSM SURCHARGE.

Q. Please discuss the exemption of UNS Gas' CARES customers from the Demand-Side

Management (DSM) surcharge.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

On March 24, 2009, UNS Gas filed an application for Commission approval to reset the

Company's DSM adjustor rate, in accordance with Decision No. 70011. On June 5, 2009,

the Commission issued Decision No. 71105 approving a $0.0050 per therm increase in the

adjustor rate, increasing the surcharge from $0.0026 per therm (approved May 27, 2008 in

Decision No. 70011) to $0.0076 per therm. To protect UNS Gas' CARES customers from

an increase in their bills, the Commission ordered that customers enrolled in CARES

should not be charged the entire DSM rate. Decision No. 71105 advised UNS Gas to track

surcharges that otherwise would have been collected from customers in CARES, absent the

CARES exemption. Decision No. 71105 precluded an immediate increase in the DSM

surcharge (from the $00076 per therm level) to account for the recovery shortfall

associated with the exemption of the CARES program's terms. The order advised that

unrecovered surcharges would be dealt with in the current pending rate case. UNS Gas

plans to include the unrecovered surcharges in its DSM filing to be made on or before

April 1, 2010, in accordance with the current approved practice for DSM recoveries. In the

2010 DSM filing, the proposed DSM adjustor rate will reflect the exemption of the

CARES program customers from the DSM surcharge.

The bill impacts of exempting CARES customers from the DSM surcharge are shown on

Exhibit DBE-4. This exhibit shows that CARES customers using over 10 terms per

month save at least 0.4% on monthly bills, assuming the Company-proposed rate levels.

A.
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1

2

3

4

Over 78% of bills have monthly usage greater than or equal to 10 terms. Exempting

CARES customers from the DSM surcharge results in cost recovery being shifted away

from CARES customers and onto other retail customers. The impact of this shift in cost

recovery on an average non-CARES residential customer will be less than $1 .00 per year.

Q. Does this conclude your Rebuttal Testimony?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A. Yes, it does.
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UNS Gas, Inc.
Test-year Ending June to, 2oo8

Rate R-10 Customer Count
Customer Count Growth Measures (August 2003-May 2009)

12 Month
Moving Average

°/o Monthly
Change in

Moving
Average

Monthly
Change On
Annualized

Basis
Year-Over-

Year Change

Exhibli DBE-3
Page 1 of 6

Month
August-03

September-O3
October-03

November-03
December-03

January-04
February-04

March-04
A p r i l
May-04

June-04
July-04

August-04
September-04

October-04
November-04
December-04

January-05
February-05

March-05
April-05
May~05

June~05
July~05

August~05
September-05

October-O5
November~05
December-05

January-O6
February-06

March-06
April~o6
May-06

June-O6
JUI)l*06

August-06
September-o6

October~06
November-06
December-06

January-07
February-07

March-07
April-07
May-o7

June-07

Monthly
Customer Count

1 12,280
112,347
113,807
114,975
114,402
1 15,000
1 14,331
1 15,254
115,491
115,241
115,969
115,533
116,003
1 15,949
115,763
1 16,776
1 17,256
117,850
117,950
118,857
1 18,520
118,414
118,917
1 18,669
119,326
119.352
120,088
120,644
121 ,483
122,261
122,562
122,791
122,689
122,317
122,404
122,520
123,022
123,526
124,204
124,828
125,383
125,429
125,495
125,310
125,010
125,035
124,841

114,553
114.863
11s, 1 ea
115.326
115,476
115,714
115,951
11G.253
116.553
116,806
117,070
117,31 e
117,577
117,854
118,138
118,498
118.820
119,17a
119,540
119,924
120.252
120,600
120,925
121 .21 G
121 ,see
121 ,844
1221192
122.535
122,884
123,209
123,473
123,717
123,927
124,121
124,347
124,550

0.3%
0.3%
0. 1 %
0. 1 ea
0.2%
0.2%
0.3%
0.3%
0.2%
0.2%
0.2%
0.2%
0.2%
0.2%
0.3%
0.3%
0.3%
0.3%
0.3%
0.3%
0.3%
0.3%
0.2%
0.3%
0.3%
0.3%
0.3%
0.3%
0.3%
0.2%
0.2%
0.2%
0.2%
0.2%
0.2%

3.3%
3.2%
1 .7%
1 .S%
2.5%
2.5%
3.2%
3.1 %
2.6%
2.8%
2.5%
2.7%
2.9%
2.9%
3.7%
3.3%
3.6%
3.8%
3.9%
3.3%
3.5%
3.3%
2.9%
3.2%
3.1 %
3.5%
3.4%
3.5%
3.2%
2.6%
2.4%
2. 1 %
1 .9%
2.2%
2.0%

3.8%
3.2%
1 .7%
1 .6%
2.5%
2.5%
3.2%
a. 1 %
2.6%
2.8%
2.5%
2.7%
2.9%
2.9%
3.7%
3.3%
3.6%
3.7%
3.9%
3.3%
3.5%
3.3%
2.9%
3.2%
a. 1 %
3.5%
3.4%
3.5%
3.2%
2.6%
2.4%
2.1%
18%
2.2%
2.0%
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UNS Gas, Inc.
Test-Year Ending June 80, 2008

Exhibit DBE-3
Page 2 of 6

Rate R-10 Customer Count
Customer Count Growth Measures (August 2003-May 2009)

Month
July-07

August-D7
Sepiember-07

October-07
November-07
December-07

January~08
February-08

Maf¢h.08
April-08
May-08

June~08
July~08

August-08
September-08

October-o8
November-08
December-O8

January-09
February-09

March-09
April-09
May-09

Monthly
Customer Count

124,445
124,320
124,871
125,497
125,973
126,530
126,782
126,799
126,239
125,566
125,215
124,957
124,790
124,855
124,712
123,985
126,380
125,522
125, 1 as
126, 134
125, 1 pa
124,681
124,293

12 Month
Moving Average

124,111
124,519
124,931
125,039
125,134
125,230
125,342
125,451
125,529
125,575
125,590
125,500
125,628
125,673
125,660
125,534
125,568
125,484-
125.347
125,291
125, 199
125, 125
125,048

% Monthly
change In

Movlng
Average

0.1%
0.1%
0.1 %
0.1 %
0.1 %
0.1 %
0.1 %
0.1%
0.1 %
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

-0.1%
0.0%

-0.1%
-0. 1 %
0.0%

-0.1%
-0. 1 %
-0.1%

Monthly
Change On
Annualized

Basis
1 .6%
1 .0%
1 .1 %
1 .0%
0.9%
0.9%
1 .1 %
1.0%
0.7%
0.4°/c
0.1 %
0.1 %
0.3%
0.4%

-0.1 %
-1 .2%
0.3%
-0.8%
-1 .3%
-0.5%
-0.9%
-0.7%
-0.7%

Year-Over-
Year Change

1.6% Test Year Month 1
1.1% Test Year Month 2
1.1% Test Year Month 3
1.0% Test Year Month 4
0.9% Test Year Month s
0.9% Test Year Month a
1.1% Test Year Month 7
1.0% Test Year Month 8
0.7% Test Year Month 9
0.4% Test Year Month 10
0.1% Test Year Month 11
0.1% Test Year Month 12
0.3%
0.4%
-0.1% Year~over-year contraction.
-12% Year-over-year contraction.
0.3%

-0.8% Year-over-year contraction.
-1 .3% Year~over-year contraction.
-0.5% Year»over-year contraction,
-0.9% Year-over-year contraction.
-0.7% Year-over-year contraction .
-0.7% Year-over-year contraction .

in months following the test year. there were year-over-year contractions in 8 out of 11 months --
NOT SIGNS OF A RAPIDLY GROWING SYSTEM.
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q

UNS Gas, Inc.
Test-year Ending June 30, 2008

Rate R-20 Customer Count
Customer Count Growth Measures (August 2003-May 2009)

12 Month
Moving Average

% Monthly
Change in

Moving
Average

Monthly
Change On
Annualized

Basis
Year-Over-

Year Change

Exhibit DBE~3
Page 4 of 6

Month
August-03

September-023
October-03

November-03
December-03

January-04
February-04

March-04
April-04
May-04

June-04
July-04

August»o4
September-04

October-04
November-04
December-04

January-05
February-05

March-05
ApriI~05
May-05

June-05
July-05

August-05
September-05

October-o5
November~O5
December-o5

January-06
February-O6

March-o6
April-06
May-os

June-06
July~D6

August~06
September-06

October-06
November-o6
December~06

January-07
Pebruary»07

March-07
April-o7
May-07

June-o7

Monthly
Customer Count

10,21 g
10,198
10,208
10,404
10,511
10,699
10.687
10,747
10,788
10.680
10,647
10,532
10,471
10,449
10,464
10,71 1
10,866
10.901
10.915
10,998
10,984
10,926
10,840
10,796
10,754
10,724
10,752
10,845
11,041
11,159
11 ,193
11,201
1 1,163
11,068
11,015
11,000
10,987
11,035
11 ,159
11,288
11,485
11,477
11,479
11,444
11,385
11,337
11,302

10,527
10,548
10,5B9
10,590
10,616
101645
10,652
10,681
10.702
10,710
10,739
10,755
10,777
10,800
10,823
10.847
10,858
10.873
10,895
10,918
10,935
10.950
10,961
10.976
10,993
11.012
11,038
11,072
11.109
11,142
11 ,168
11,192
11,213
11,231
11,253
11,277

0.2%
0.2%
0.2%
0.2%
0.3%
0.2%
0.2%
0.2%
0 2 %
0.2%
0. 1 %
0.2%
0.2%
0.2%
0.2%
0. 1 %
0. 1 °/o
0.2%
0.2%
0.2%
0.1 °/o
o. 1 %
0. 1 %
0.2%
0.2%
0.2%
0.3%
0.3%
0.3%
0.2%
0.2%
0.2%
0 2 %
0_2°/0
0.2%

2.4%
2.4%
2.4%
2.9%
3.4%
1 _g%
2.2%
2.4%
1 .8%
2.3%
1 .8%
2.5%
2.7%
2.6%
2.7%
1 .2%
1 .B%
2.4%
2.6%
1.9%
1 .6%
1 3 %
1 .6%
1 .9%
2.1%
2.9%
3.8%
4.1%
3.6%
2.9%
2.6%
2.2%
2.0%
2.4%
2.6%

2.5%
2.5%
2.5%
3.0%
3.4%
1 .9%
2. 1 %
2.3%
1 .8%
2.8%
1 .8%
2.5%
2.7%
2.6%
2.8%
1 .3%
1 .8%
2.4%
2.5%
1 .8%
1 5 %
1 .ahs
1 .8%
1 .9%
2.2%
2.9%
8.8%
4.1 %
3.6%
2.8%
2.6%
2.2%
2.0%
2.4%
2.6%
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UNS Gas, Inc.
Test-Year Ending June to, 2008

Exhibit DBE-3
Page s of 6

Rate R-20 Customer Count
Customer Count Growth Measures (August 2003-May 2009)

Month
July-07

August-07
September-07

October-07
November-07
December-07

January-08
Februaw-08

March-08
April-os
May_()8

June-08
July-08

August-O8
September»08

October-08
November-08
December-o8

January-09
February-09

March-09
April-09
May-O9

Monthly
Customer Count

11,267
11,227
11,232
11,306
11,404
11,558
11,806
11 ,s14
11,570
11 ,482
11,420
11,384
11,327
17,284
11,211
11,299
11,422
11,505
11,501
11,535
11,477
11,416
11,354

12 Month
Moving Average

11.300
11 ,320
11 ,336
11,348
11,358
11,as8
11,379
11.390
11,401
11,409
11,416
11,423
11 ,428
11,432
11 ,431
11 .430
11 ,431
11 ,427
11,418
11 ,412
11 ,404
11 .399
11,393

% Monthly
Change in

Movlng
Average

0.2%
0.2%
0.1%
0.1%
0.1 as
0.1 %
0.1 as
0.1 %
0.1%
o.1 as
0.1 %
0.1 %
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%

-0.1%
-0.1%
-0.1%
0.0%
0.0%

Monthly
Change On
Annualized

Basis
2.4%
2.1 %
1 .8%
1 .3%
1 .0%
1 .1 °/o
1 .1 %
1 .2%
1 .1 %
0.9%
0.7%
0.7%
0.5%
0.5%

-0.2%
-O. 1 %
0.2%

-0.5%
-0.9%
-0.7%
-0.8%
-0.6%
-0.6%

Year-Over~
Year Change

2.4% Test Year Month 1
2.2% Test Year Month 2
1.8% Test Year Month 3
1.3% Test Year Month 4
1.0% Test Year Month 5
1.1 °/a Test Year Month B
1.1% Test Year Month 7
1.2% Test Year Month B
1.1 % Test Year Month 9
0.9% Test Year Month 10
0.7% Test Year Month 11
0.7% Test Year Month 12
0.5%
0.5%

~0.2% Year-over-year contraction.
4.1 % Year-over-year contraction.
0.2%
-0.5% Year-over-year contraction.
~0.9% Year-over-year contraction.
-0.7% Year-over-year contraction.
-0.8% Year-over-year contraction.
-0.6% Year-over-year contraction.
-0.6% Year-over-year contraction .

In months following the test year, there were year-over-year contractions in 8 out of 11 months ..
NOT siGns OF A FiAPIDLY GROWING SYSTEM.
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UNS GAS _ TEST YEAR ENDED JUNE 30, 2008 Exhibit DBE-4
Page 1 of 1

IMPACT oF EXEMPTING CARES FROM DSM SURCHARGE (WINTER MONTH)

ASSUMES UNS GAS PROPOSED RATES

MONTHLY BILL NO
DSM

8

9

Thorns
0
5

10
20
30
40
50
60
70
80
90

100
110
120
130
140
150
160
170
180
190
200
300
400
500

1 ,000
2,500
3,500

% Bills
with

Lower
Usage

0.0%i an
10.9% I
21 .9% z
41 .2% I
53.1 % I
60.6% I
66.4% I
71 .4% I
75.9% I
79.9% I
83.4%
86.4%
88.9%
90.9%
92.7% I
94.0% I
95.2% a
96.1 %
96.8% I
97.4% I
97.8% I
98.2% I
99.6%1
99.9% I
99.9% I

100.0% 3
100.0% i
100.0% I

89
Q :

MONTHLY BILL
WITH DSM

$7.00
$11.93
$16.86
$26. 73
$36.59
$46.46
$56_32
$66. 18
$76.05
$85.91
$95. 78

$105.64
$117.00
$128.37
$139. 73
$151. 10
$162.46
$173.82
$185. 19
$196.55
$207.92
$219.28
$332.92
$446.56
$560.20

$1, 126.40
$2,833.00
$3,969.40

$7.00
$11. 89
$16. 79
$26.58
$36.36
$46. 15
$55.94
$65. 73
$75.52
$85.30
$95.09

$104.88
$116. 17
$127.46
$138_ 74
$150.03
$161.32
$172.61
$183.90
$195.18
$206.47
$217. 76
$330.64
$443.52
$556.40

$1, 120.80
$2,814.00
$3,942.80

SAVINGS
$0.00
$0.04
$0.08
$0. 15
$0.23
$0.30
$0.38
$0.46
$0.53
$061
$0.68
$0.76
$0.84
$0.91
$0.99
$1.06
$1. 14
$1.22
$1.29
$1.37
$1.44
$1.52
$2.26
$3.04
$3.60
$7.60

$19.00
$26.60

PERCENT
SAVINGS

0.0%
0.3%
0.5%
0.6%
0.6%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
0. 7%
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BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3
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5
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1 0

COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
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IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE
FAIR VALUE OF THE PROPERTIES OF UNS
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THROUGHOUT THE STATE OF ARIZONA.
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1 I . INTRODUCTION.

2

3 Q- Please state your name and address.

4

5

My name is D. Bentley Erdwurm. My business address is One South Church Avenue,

Tucson, Arizona 85701 .

6

7 Q- Did you file Direct and Rebuttal Testimony in this proceeding?

8 Yes.

9

10 Q- On whose behalf are you filing your Rejoinder Testimony in this proceeding?

11 My Testimony is filed on behalf of UNS Gas, Inc.

12

13 Q- What is the purpose of your Rejoinder Testimony in this proceeding?

14

15

16

17

18

The purpose of my Rejoinder Testimony is to address the Arizona Corporation

Commission ("Commission") Staff' s and the Residential Utility Consumer Office's

("RUCO") Rebuttal Testimony on (i) the customer annualization adjustment, and (ii) UNS

Gas' proposal for phased-in residential customer charge increases over a two-year period

after rate implementation. .

19

20 11. CUSTOMER ANNUALIZATION ADJUSTMENT.

21

22 Q- Please summarize RUCO's concern about the Company's proposed customer

23 annualization adjustment.

24

25

RUCO witness Ralph C. Smith states that it does not make sense to reduce test-year

revenue when UNS Gas has continued to experience year-over-year customer growth.

26

27

A.

A.

A.

A.

A.

1

.r
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1 Q- Do you agree with Mr. Smith's contention?

2

3

4

5

Not at all. This result is an expected consequence of the application of the traditional

approach to customer annualization. And it is not just expected, the result is entirely

appropriate, in the public interest, and necessary to ensure equitable and consistent

treatment of the parties to this proceeding.

6

7 Q- Please explain.

8

9

10

11

12

UNS Gas has in this proceeding proposed the exact methodology approved the

Commission and supported by Staff and RUCO in the 2006 Case. This methodology is

well-established in Arizona and elsewhere. I have been calculating customer annualization

adjustments using this simple method since early 1982 when I was employed by the Public

Utility Commission of Texas.

13

14

15

Under the traditional approach to customer annualization, customer counts are adjusted to

test-year-end levels. The traditional approach is simple, and does not attempt to remove

16 the effects of seasonality. Mr. Smith states the obvious with his observation that "the

17

18

19

decrease in revenue produced by the Company's calculation appears to be related to

customer seasonality rather than a permanent decline in customer count during the test

(Smith Surrebuttal, page 38, lines 8-1 l .) Since UNS Gas adds seasonal customers

in the winter and loses them in the summer, the traditional method of customer

Yea i a

20

21

22

23

24

25

annualization yields relatively larger customer annualization adjustments (that tend to

lower rates) for winter-ending test years and relatively smaller customer annualization

adjustments (that tend to increase rates) for summer ending test-years - as we had in this

proceeding (test year ended June 30, 2008) -- as compared to approaches that remove the

effects of seasonality. The application of the traditional approach to customer count data

26 for the test-year ended June 30, 2008 data that exhibits both seasonality and an

27

A.

A.

2



1 insignificant underlying growth rate - results in a negative customer annualization in this

2 case.

3

4

5

6

7

8

9

10

Equity dictates that these customer annualization results be compared to the results of the

2006 Rate Case, which had a winter-ending test-year (December 31, 2005). In the 2006

Rate Case, use of the traditional approach resulted in larger customer annualization

adjustment (which resulted in lower rates) than would an adjustment based on an approach

removing seasonality. Because of seasonality, actual December customer counts -- which

are the basis for the customer annualization adjustment - were relatively high because of

the presence of seasonal customers. Neither Staff nor RUCO witnesses were concerned

11 about seasonality in the 2006 Case when seasonality reduced UNS Gas' rate increase. In

12

13

14

15

fact, Mr. Smith, then a Staff witness, argued in favor of the use of the traditional approach

because it is straight-forward and transparent.1 RUCO's witness in the 2006 Case,

Marylee Diaz-Cortez, claimed that the seasonality was not extreme enough to "depart from

the 'traditional' or Commission-accepted (emphasis added) methodology of revenue

annualization."216

17

18 RUCO - and Staff -- seem determined to oppose the use of the traditional approach when

it does not reduce rates. It is unfortunate that Staff and RUCO are pennitting the final19

20 result whether rates are increased or reduced to determine their choice of customer

21 annualization methodology. However, sometimes the traditional and accepted customer

22 smaller customer annualization adjustments and

23

annualization approach results in

sometimes it results in larger customer annualization adjustments

24

as compared to

alternate methods adjusting for seasonality. So sometimes application of the traditional

25

26

27

1 2006 Case, Smith Surrebuttal, page 20, lines 15-22.
2 See Diaz-Cortez Surrebuttal, Docket No. G-04204A-06-0463, page 12, lines 20-23, see also
Decision No. 70011 O\Iovember 27, 2007) at page 18, lines 18-20.

3



1

2

adjustment increases rates, and sometimes it decreases rates. This is an equitable result.

Over time, things balance out if the traditional approach is used consistently.

3

4 Q. Why did you not in this case propose an alternate customer annualization?

5

6

7

8

9

10

In the 2006 Case, I did propose such an approach. However, the approach was opposed by

both Staff and RUCO, and the Commission opted to maintain the traditional approach in

Decision No. 70011. I accepted that the Commission preferred the traditional approach

over my proposed approach, therefore, Fused the traditional approach in this pending case.

The use of the traditional approach in this pending case is consistent with Decision No.

70011, as well as numerous previous gas rate cases in Arizona.

11

12 Q.

13

Mr. Smith criticizes your "rote" application of the traditional approach in this

pending case. (Smith Surrebuttal, page 38, lines 6-8). Please comment.

14

15

16

17

For Mr. Smith, avoidance of "rote application" seems to be code for a "heads I win, tails

you lose" approach that is biased against UNS Gas. Moving back and forth between

methodologies - looking for an end result of the lowest possible rates - does not result in

just and reasonable rates, is inequitable and is not in the public interest.

18

19 Q-

20

In the prior UNS Gas rate case, you proposed an annualization approach that made

an adjustment to address seasonality. Why are you opposed to Staff witness Dr.

21 Thomas Fish's customer annualization approach, which also attempts to take

22 seasonality into account?

23

24

25

26

27

Dr. Fish's unorthodox approach does not simply seek to remove the impact of seasonality

within the historic test year - which is what I suggested in the last rate case. Instead, he

amplifies seasonality by first adjusting customer counts to relatively high December 2007

customer levels and then inflating them further by applying an inappropriate growth factor.

This approach is wholly inconsistent with the historic test year requirement.

A.

A.

A.

4



1

2

3

4

Indeed, Dr. Fish's approach acts as a "double whammy" against UNS Gas. Adjusting to

December levels even without the growth factor is inappropriate. December is not test-

year end and the choice of December as an adjusting point appears an attempt to maximize

the size of the customer annualization adjustment by adjusting to a seasonal peak.

5 Increasing the December count by the growth factor rubs salt in the wound. The flaws in

6

7

8

9

10

Dr. Fish's approach are many, they have been extensively discussed in my Rebuttal

Testimony. In my Rebuttal Testimony, I explain that Dr. Fish is effectively using a future

test-year approach to customer annualization but has failed to coordinate the revenue

element of the ratemaking formula with expenses, rate base, and other components

affecting rates. In short, he has violated the matching principle.

11

12 Q- Did Dr. Fish's Surrebuttal Testimony address some of your concerns?

13 No. I became even more concerned because of his continued attempts to salvage his

14

15

16

17

18

19

20

21

22

23

24

flawed customer annualization adjustment. Dr. Fish is attempting to forecast customer

counts. And a customer annualization adjustment is not identical to a forecast. The fact

that he claims to have used historical data to reach his result is inconsequential to the

question of whether he is forecasting. The most straightforward way to ascertain whether

he is forecasting is to look at the adjusted customer counts that are the basis for his

customer annualization adjustment. The customer counts to which Dr. Fish is adjusting

exceed all historical regular residential and small volume commercial customer counts.

Even one year after the end of the test-year, these customer count levels still have not been

reached. In light of these results, we can say absolutely and unambiguously that the

customer counts to which Dr. Fish are adjusting are not historical values. Either the

customer counts to which Dr. Fish are adjusting are future customer counts to be realized

25

26

at some indeterminate time, or they are customer counts that will never be realized, but

they are certainly not historical data.

27

A.

5



1

2

3

4

5

6

Finally, Dr. Fish defends his use of the growth rate applied to December customer counts

by arguing that the growth rate was supplied by UNS Gas. However, UNS Gas never

advised Dr. Fish that it should be used in calculating the customer annualization

adjustment. Dr. Fish picked a growth rate more consistent with speculative forecasting and

not the calculation of customer annualization adjustments. Mr. Hutchens in his Rejoinder

Testimony explains in more detail why the prior growth estimate is no longer valid.

7

8 111. PHASED-IN RESIDENTIAL CUSTOMER CHARGE.

9

10 Q- Please address the issue of the phased-in residential customer charge.

11

12

13

14

15

16

17

18

19

20

21

22

UNS Gas' proposed phase-in of residential customer charge increases is an attempt to

better align rates with cost-of-service without causing undue confusion or rate shock.

UNS Gas' class cost-of-service study supports the increase. Having prices track cost is

necessary for customers to make good economic decisions about resource use. Finally,

from the standpoint of UNS Gas, having higher cost-based residential charges brings

revenue recovery more in line with cost incurrence. Currently, UNS Gas' residential

non-commodity (i.e., excluding the recovery of gas costs) revenue is recovered

predominantly through volumetric energy charges ($/therm) as opposed to customer

charges, whereas the lion's share of costs are fixed. Recovering fixed costs

volumetrically through energy charges invariably leads to over-recovery or under-

recovery of cost. A more appropriate recovery of fixed costs through customer charges

promotes a matching of revenue collection with cost incursion.

23

24

25

26

27

Moreover, UNS Gas' proposal to gradually phase-in its higher fixed monthly charge in a

revenue neutral manner serves an important emerging public policy. This rate design will

help ensure that UNS Gas' financial incentives are aligned with helping its customers use

energy more efficiently. It is an initial and gradual move towards De~coupling.

A.

6
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1 Q- Please address the issue of customer confusion and rate shock.

2

3

RUCO witness Frank F. Radigan in his Surrebuttal Testimony has expressed a concern

that the phased in customer charges will cause customer confusion and he has noted that

4

5

these customer charges will increase in percentage terms more than other rate

components. As I have stated in my Rebuttal Testimony, too much emphasis is placed

6

7

8

on percentage increases relative to absolute increases. Most customers are more

concerned with total dollars paid for service, and are unconcerned with whether revenue

is collected through a customer charge or a therm (volumetric / energy) charge.

9

10

11

12

13

14

The current residential customer charge is $8.50, which UNS Gas proposes to increase to

$10.00 at rate implantation, to $12.00 one year after rate implementation, and to $14.00

two years after rate implementation. Subsequent to the initial customer charge increase

to $10.00, the phased increases result in a (i.e. over two year phase-in period) $4.00

increase in the customer charge. One should remember that each customer charge

15

16

17

18

19

increase is coupled with a therm charge decrease. For the average residential customer,

the increased monthly customer charges will be exactly offset over the year (because of

revenue neutral rate design over the class) by decreased therm charges. The maximum

bill increase in the two year phase-in period subsequent to the initial rate implementation

will be $4.00 per month, and that is for an unusual case where there is a customer with no

20 usage.

21

22 Moreover, this rate design helps to mitigate inequitable subsidies to some extent. I have

23

24

25

26

previously discussed how gas usage varies over the UNS Gas system because of the

different climate zones the Company serves. Because of the currently inadequate

customer charges, customers in cooler climates (who use more gas in the winter) are

subsidizing customers in warmer zones. I do not believe that a geographical cost of

27

A.

7
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A

1

2

service study - suggested by Mr. Radigan - is required to justify the customer charge

increases that will help mitigate this problem.

3

4 Q- Please explain why the matching of revenue to cost incursion is important to UNS

5 Gas.

6

7

8

9

10

11

As explained above, the majority of UNS Gas' costs are fixed, but the majority of our

revenues are collected volumetrically through charges expressed in $/therm. This leads

to under-recoveries when sales are relatively low regardless of whether low sales are

attributable to weather, the economy, conservation and energy efficiency or other factors.

Likewise, over-recoveries result when sales are relatively high. Increasing the customer

charge will help mitigate periodic swings in revenue because of volatility in usage.

12

13 Q- Could the customer charge increase have implications for conservation and energy

14 efficiency programs?

15

16

Absolutely. Under the current rate structure, sales reductions due to conservation and

energy efficiency mean margin loss to UNS Gas. This is bad public policy. The

Commission should move toward a rate framework that will align all stakeholders' self-17

18

19

20

21

22

23

interests with its growing commitment to conservation and energy efficiency. UNS Gas

needs rate mechanisms that will facilitate our transition from a seller of product (where

our self-interest is promoted by increasing sales) to provider of service (where the

promotion of conservation has no negative impact on our financial condition). Customer

charge increases are one of the simplest ways to move away from profitability tied to

sales and our proposed rate design helps start the movement towards appropriate de-

24 coupling.

25

26 Q- Does this conclude your Rejo'mder Testimony?

27 Yes, it does.

A.

A.

A.

8
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DATA REQUEST PACKET

Staff's Responses to UNS Gas' Data Requests:

UNSG 2.1
UNSG 2.2
UNSG 2.4
UNSG 3.4
UNSG 3.5
UNSG 3.6
UNSG 3.7
UNSG 3.9

UNSG 3.10
UNSG 3.11
UNSG 3.12
UNSG 3.13
UNSG 3.14
UNSG 3.15
UNSG 3.20
UNSG 3.21

UNSG 3.22
UNSG 3.39
UNSG 3.40
UNSG 3.41
UNSG 3.57
UNSG 3.58
UNSG 3.60
UNSG 3.65



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, 1NC.'S
SECCND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.1 Please refer to Dr. Fish's Schedule THF-C4, dealing with the Customer
Annualization Adjustment. For July 2007 (month 1), R-10 customers are
shown as 124,445. For December 2007 (month 6), R-10 customers are shown
as 126,530. For June 2008 (month 12), R-10 customers are shown as 124,957.

a. Of what month in the test year is Dr. Fish's normalized customer count of
128,112 representative?

b. Has Dr. Fish read the Commission Decisions in the last UNS Gas rate case
and the last UNS Electric rate case on the issue of customer annualization?

Under the approved residential annualization methodology from the last
two UNS Gas and UNS Electric rate cases, does the annualization
adjustment for the last month of the test year equal zero?

d. Under Dr. Fish's approach, is the residential armualization adjustment in
the last month of the test-year zero?

e. Has Dr. Fish provided residential customer annualization testimony in
other regulatory proceedings? If yes, please provide cites to each case
(jurisdiction, case name, docket number and decision date).

f. In jurisdictions using a historical test year, has Dr. Fish ever testified in
favor of a residential annuadization adjustment where said adjustment was
not zero in the last monde of the test year?

In jurisdictions using a historical test year, where Dr. Fish testified in
favor of a residential annualization adjustment, and where said adjustment
was not zero in the last month of the test year:
1) Was this methodology approved by the regulatory agency?

2) Was this a settled case?

3) Please provide the company, jurisdiction, and the party who Dr. Fish
was testifying on behalf of

h. In jurisdictions NOT using a historical test year, has Dr. Fish ever testified
in favor of a residential annualization adjustment where said adjustment
was not zero in the last month of the test year?

In jurisdictions NOT using a historical test year, where Dr. Fish testified in
favor of a residential annualization adjustment where said adjustment was
not zero in the last month of the test year:

c.

g.

i.

2
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, lnc.'s
SECOND SET OF DATA REQUESTS

July 1, 2009

Was this rnedwdology approved by the regulatory agency?1)

2) Was this a settled case?

3) Please provide the company, jurisdiction, and the party who Dr.
Fish was testifying on behalf of.

j. Please provide copies of Dr. Fish's Testimony on residential customer
annualization in other rate proceedings.

k. In his Testimony, did Dr. Fish use the residential annualization
methodology that was approved by the Commission in the last two UNS
Gas rate cases?

1. When does Dr. Fish anticipate that the R-10 customer count would reach
128,112?

m. If no definitive answer can be provided to UNSG 2. 1 (1), please provide a
scenario, whereby the R-10 customer count could reach at least 128,112
by December, 2008.

What is the implication of the R-10 customer count not reaching 128,112.
by December, 2008 on Dr. Fish's customer armualization methodology?

What is the implication of the R-10 customer count not increasing by at
least 2.5% on a year-over-year basis for most or all months of the test year
(i.e., change firm July 2007 to July 2008; change from August 2007 to
August 2008; and change from June 2008 to June 2009)?

p. Given that Dr. Fish used a 2.5% customer growth rate in his annudization
calculation, should year-over-year R-10 customer counts show a 2.5%
growth rate?

q- Other than MI. Hutches's Testimony, does Dr. Fish have any workpaper
supporting the 2.5% growth rate?

r. Has Dr. Fish examined customer counts by month and calculated year
over year growth rates (or any other growth rates)'?

s . UNS Gas provided total residential customers to Dr. Fish (regular
residential and CARES) for August 2003 through March 2009 'm response
to Staff' s Data Request 6.4. Has Dr. Smith examined residential customer
growth rate for this data he requested?

n.

O.

3



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO Ums. GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

If the answer to "UNSG 2.1(s). is "yes", please provide the analysis in its
electronic format and specify how that examination factored into his
opinion on this issue.

Can Dr. Fish find any basis for a 2.5% growth rate in the residential data
from the response to Sta&'s Data Request 6.4 or any other UNS Gas
residential data? If yes, please identify.

RESPONSE:
a. The number is representative of a normalized test month, but is not

equal to the actual value of any single month.

b. Yes.

c. Yes.

d. No.

e. No.

f. No.

g. 1.
2.
3.

See answer to 2.1.f above.
See answer to 2.1.f above.
See answer to 2.1.f above.

h. No.

i. 1. See answer to 2.1.h above.
2. See answer to 2.1.h above.
3. See answer to 2.1.h above.

j. See answers to 2.1.f and 2.1.h above.

k. See answers to 2.1.f and 2.1.h above.

1. Dr. Fish has not made that determination.

m. See answer to 2.1 (l).

n. See answer to 2.1 (1)

t.

u.

4
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

0. See the response to numbers 2.1.p and 2.1.q. below. The implications
could simply be that Mr. Hutchins projection is operating as
designed.

p. No.

q. Dr . Fish did not calculate the 2.5% growth rate, the Company did.

r . This information was provided by the Company for rate class
groupings, not by rate class as requested. However, had the
information been provided as requested this type of calculation was
not necessary for Dr. Fish's analysis.

s. Dr. Fish has used this data in his customer class risk analysis, not for
year over year growth in customer counts. The work papers for this
study (excel file TSCI) were provided in response to data request 1.1.
Dr. Fish is unaware if Dr. Smith examined residential customer
growth rate for this data.

L See response to 2.1.s above.

u. Dr. Fish assumes that the Company's determination of its growth rate
was conducted properly and has not duplicated the study.

RESPONDENT: DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

5
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.2 On page 30, line 20 through page 31, line 5, Dr. Fish states that "the Company has
incentives to move as much cost, and therefore revenue recovery, to classes with
the relatively greatest inelasticity of demand, Le., residential customers."

Please provide any studies that purport to measure the elasticity of demand
over rate classes and, if available, by cooler and warmer climate zones.

a.

What is Dr. Fish's estimate of UNS Gas residential price elasticity at the
current price?

Does Dr. Fish believe UNS Gas residential demand for natural gas 'm the
winter is more elastic in Flagstaff or in Lake Havasu? Please provide all
support for that belief

d. What are some determinants of UNS Gas demand elasticity, and how will
that affect elasticity in Flagstaff and Lake Havasu?

e. Does the UNS Gas bill represent a higher or lower percentage of income
in Flagstaff; as opposed to Lake Havasu? Please provide all supporting
analyses or studies for this response.

f. Other things constant, how would "natural gas bill as a percentage of
income" affect elasticity on the UNS Gas system? Please provide all
supporting analyses or studies for this response.

How does winter weather affect demand elasticity for Flagstaff versus
Lake Havasu on the UNS Gas system? Please provide all supporting
analyses or studies for this response.

How does Dr. Fish know that UNS Gas residential demand is more
inelastic than UNS Gas small commercial demand? Please provide all
support for Dr. Fish's assertion.

Is Dr. Fish alleging that revenue recovery by UNS Gas has been overly
shifted to the residential class? To any other class? If yes, please provide
any and all support Dr. Fish believes justifies his assertion(s).

5. Does UNS Gas use an allocation methodology that shifts a larger than
typical share of costs to residential customers, in comparison to
methodologies used by other utilities? Please provide all supporting
analyses or studies for this response.

Referring to page 30 of Dr. Fish's Direct Testimony, what is a "fixed
monthly residential customer"?

b.

c.

g.

h.

i.

k.

6
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

Referring to Dr. Fish's discussion of Cost of Service .- Rate Design
(beginning at page 29), is Dr. Fish referring to class cost allocation, or to
rate design, which affects intra-class subsidies?

Referring to Dr. Fish's discussion of Cost of Service - Rate Design
(beginning at page 29), is Dr. Fish implying that the setting of the UNS
Gas residential customer charge level affects that allocation of costs
among customer classes?

n. Is it Mr. Fish's position at page31, lines 1 through 5 of his Direct
Testimony, that subsidies cannot be addressed without timing previously
subsidizing customers into subsidized customers? If this is not the
implication, please explain the point of the statement and how this belief
factored into Dr. Fish's rate design proposals.

Is it Mr. Fish's position that adj rate design subsidies should be maintained
so as not to risk changing the direction of the subsidy?

Assume customer A has been subsidized for 5% of costs by customer B
for 10 years. Further assume the rate levels must go up 6% overall to meet
overall revenue requirement levels. Further assume that the subsidy of
customer A could be eliminated by an 11% increase in rates to customer
A, and a 1% increase in rates to B. The 5% subsidy would be maintained
if A's and B's rates BOTH increase by 6%. What would be Dr. Fish's
recommendation on the increase to A and B? Why?

q. If Dr. Fish's response to UNSG 2.l(p) above, that it depends on the
customer's circumstances, assume that A is a residendad customer earning
300% of the poverty level and B is a small commercial customer with an
annual net loss from its business, what would be Dr. Fish's
recommendation on the increase to A and B? Why?

r. Refening to page 30, line 8 of Dr. Fish's testimony, how does Dr. Fish
define "rate shock"'?

s. Please discuss the pros and cons of instituting reservation charges that
would be based on the highest month's usage in peak months of
November, December, January, and February.

t. Please specifically explain why changing a single customer charge once a
year would be confusing to customers.

1.

m.

O.

p.

7



ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

Please provide the number of customers who have expressed a concern
that UNS Gas' rate proposal is contUsing. Please provide relevant support
for this number. (e.g., surveys of UNS Gas' current customers)

Assuming that there is less variation (less dispersion) in R-10 usage than
in other classes, how does a rate redesign in the R-10 class (e.g., increase
customer charge relative to volumetric charge) affect either cost
allocation or rate design to any other class?

w. Please explain Dr. Fish's position for recovering fixed and variable costs
through rates.

What is Dr. Fish's position on UNS Gas being granted a decoupling
mechanism in order to make up for margin erosion attributable to energy
efficiency programs?

Does Dr. Fish have a position on a full decoupler that would compensate
for margin attributable to
1) energy efficiency,
2) abnormal weather,
3) economic fluctuations, or
4 ) any other factor affecting therm sales?

z. Given that a u.ti1ity's stockholders expect a company to maximize profits,
how would Dr. Fish - as an economist - structure cost recovery for a
business model if the goal is to reduce sales of natural gas? Would the
cost recovery mechanism be in the form of a decoupler, or should UNS
Gas tile back-to-back rates cases? Would Dr. Fish recommend a different
method from the above two approaches?

RESPONSE:
a. Dr. Fish did not research the price elasticity of demand issue in his

analysis. In the statement quoted in the question, Dr. Fish is referring
to the economic idea of Ramsey pricing. Ramsey pricing suggests that
for a given price increase, the more vertical the demand curve, the less
the total revenue reduction.

b. Dr. Fish did not make an estimate of UNS Gas residential price
elasticity.

c. Dr. Fish did not conduct price elasticity studies for UNS Gas customer
classes or geographic areas.

u.

v.

x.

y.

8
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AR1ZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

d. See the response to 2.2.c.

e. See the response to 2.2.c.

f. See the response to 2.2.c.

g. See the response to 2.2.c.

h. Dr. Fish has not conducted price elasticity studies for the Conlpany's
customer classes.

i. No.

j, Not to the knowledge 0f Dr. Fish.

k. The phrase, "fixed monthly residential customer", is a typographical
error. The correct phrase is "fixed monthly residential charge."

Objection, vague and ambiguous. Without waiving the objection, the
following response is provided: Dr. Fish is discussing cost allocation
to customer classes and discussing rate design. However, if subsidies
were a major problem it could be subsidization between classes, or
"inter" class subsidies. Based on the results of his analysis and
evaluation Dr. Fish has not determined that interclass subsidization is
a serious problem, although the industrial class does not appear to be
charged adequately for the risk it carries.

m. No.

n. No. Dr. Fish is pointing out the possibility of reversing subsidies with
rate design. That is, Dr. Fish notes that rate design changes could
result in customers who were once subsidized becoming subsidizers.

0. No.

p . Objection, this data request is not relevant and is not calculated to
lead to the discovery of admissible evidence.

q. See the response to 2.2.p above.

r. An unexpectedly large increase in the cost of a necessary item.

9
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

s. For a thorough discussion of rate design considerations see Dr. Fish's
Direct Testimony page 29, line19 through page 41 line 19.

t. See response to data request 2.2.s above.

u. Dr. Fish has not conducted a survey of UNS Gas customers.

v . The effect of relative customer class risk would be addressed in
revenue spread.

w . See response to 2.2.s above.

x. Objection, this data request is not relevant and is not calculated to
lead to the discovery of admissible evidence. Staff would also note that
the Company has not proposed a decoupling mechanism in this case.

y . Objection, this data request is not relevant and is not calculated to
lead to the discovery of admissible evidence. Staff would also note that
the Company has not proposed a decoupling mechanism in this case.

z. Objection, this data request is not relevant and is not calculated to
lead to the discovery of admissible evidence. Staff would also note that
the Company has not proposed a decoupling mechanism in this ease.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

1 0



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A.08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.4 Refining to the Direct Testimony of Staff witness Thomas H. Fish, pages 16 -
17, and his discussion of UNS Gas' Cash Advances adjustment.

Does Dr. Fish agree that UNS Gas had already spent the $600,000 in cash
advance funds as of the end of the test year? If the answer is no, please
provide supporting documentation for the assertion.

Does Dr. Fish believe that the projects those specific funds were spent
upon are included within the original cost rate base ("OCRB") amount
requested by UNS Gas? If yes, please provide detailed support for that
assertioN.

RESP ONSE :
a. Dr. Fish agrees with the number provided in the testimony of

Company witness Dallas Dukes.

b. No.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

a.

b.

12
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, TNC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.4 Is Thomas H. Fish, Ph.D. a Certified Public Accountant?

RESPONSE: No.

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

5
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ARIZONA CORPORATION COMMIS SION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.5 Please list all accounting classes taken by Thomas H. Fish, Ph.D. (including title,
number of credit hours, and name of institution) .

RESPONSE: Dr. Fish obtained a Ph.D. and a masters and undergraduate degrees in

economics. Masters and Doctoral level programs in economics and finance

consist of a series of classes whose content include financial accounting as

supporting concepts taught in the classes. The financial accounting concepts

were primarily covered in the Ph.D. level finance classes.

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

6



ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.6 Refer to the Direct Testimony of Thomas H. Fish, Ph.D., page 5, line 14, where
Dr. Fish refers to an "opportunity to recover these prudent costs". Please provide
Dr. Fish's estimate (with supporting calculations and workpapers) of the
likelihood of UNS Gas actually recovering its prudent costs if all of Staff's
recommendations are adopted given observed levels of attrition and regulatory lag
for UNS Gas.

RESPONSE: Objection, unduly burdensome. This information is readily available to the
Company. The Commission sets rates that are just and reasonable to enable
a utility the opportunity to earn its authorized rate of return.

Supplemental Response: Without waiving the objection, the following response is provided:
There are no workpapers. Whether the Company recovers its costs is within
the Company's control.

RESPONDENT: ROBIN MITCHELL

WITNESS: DR. THOMAS FISH

7
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.7 Refer to the Direct Testimony of Thomas H. Fish, Ph.D., page 16, lines 3-5,
where Dr. Fish states "Presumably, the investment was made M order to increase
the Company's efficiency/productivity and hence reduce the costs of providing
service such as maintenance cost."
a. Please provide the basis and supporting information for this statement.

b. Did Dr. Fish review the purposes of the specific items of plant included
widain UNS Gas' request for Post Test Year Non-Revenue Producing
Plant?

c. Does Dr. Fish contend that the only reason a utility would invest in Non-
Revenue Producing Plant is to increase efficiency/productivity?

Does Dr. Fish acknowledge that a utility might invest in Non-Revenue
Producing Plant in order to maintain or improve quality of service?

e. Does Dr. Fish acknowledge that a utility might invest in Non-Revenue
Producing Plant in order to meet regulatory requirements?

f. Does Dr. Fish acknowledge that a utility might invest in Non-Revenue
Producing Plant in order to maintain or improve safety?

g. Please provide Dr. Fish's calculations of the estimated reduced costs of
providing service in connection with the Post Test Year Non-Revenue
Producing Plant.

h. Is Dr. Fish's statement regarding "reduce[ed]... costs of providing service"
net of incremental depreciation expense associated with the Non-Revenue
Producing Plant? If the answer is yes, please explain why Dr. Fish
believes the efficiency gains exceed the incremental depreciation expense.

Does Dr. Fish dispute that the Post Test Year Plant requested to be
included in rate base was Non~Revenue Producing? If so, please set forth
each and every basis for that position and include all workpapers that
provide support for Staff' s belief.

j. Does Dr. Fish dispute that the Post Test Year Plant requested to be
included in rate base was not related to customer growth? If so, please set
forth each and every basis for that position and include all workpapers that
provide support for Staff' s belief.

t'
i

d.

i.

8
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A~08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

RESPONSE :
a. See the Company work papers accompanying this Company proposed

pro forma adjustment.

b. The Company work papers listed and identified the expenditures but
did not provide detail as to the purposes of the investment or the
specific date the investment was undertaken. Also see response to
UNSG 3.23 for additional information concerning this issue.

c. Objection, this data request mischaracterizes Dr. Fish's testimony.
Without waiving the objection, the following response is provided: No.
Dr.  Fish considers the general terms efficiency/productivity to
encompass such requirements as safety, quality of service, and
regulatory requirements.

d. Dr. Fish acknowledges that a utility might do so.

e. Dr. Fish acknowledges that a utility might do so.

f. Dr. Fish acknowledges that a utility might do so.

g. Dr. Fish has not performed such calculations; the Company did not
provide this information.

h. Objection, vague and ambiguous. This question is unclear. Without
waiving the objection, the following response is provided: Dr. Fish
hopes that the Company would attempt to increase its efficiency and
reduce its costs. Dr. Fish has not investigated the Company's
productivity and the Company refused to provide requested
depreciation information. See response to UNSG 3.23, UNSG 3.7.a
and UNSG 3.7.b.

i. Objection, this data request mischaracterizes Dr. Fish's testimony.
The Company did not provide information that would allow this
determination to be made in its work papers associated with this pro
forma adjustment. In addition, the Company did not answer data
requests that would have provided a basis for analysis of this issue.
See response to UNSG 3.23 and UNSG 3.7.h.

9
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

No. Dr. Fish relied on the Company's growth estimate of 2.5% per
year.

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

a.

l.

j.

10
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.9 Arizona Administrative Code R14-2-l03.A.3.l defines "prudently invested" as
"Investments which under ordinary circumstances would be deemed reasonable
and not dishonest or obviously wasteful. All investments shall be presumed to
have been prudently made, and such presumptions may be set aside only by clear
and convincing evidence that such investments were imprudent, when viewed in
the light of all relevant conditions known or which in the exercise of reasonable
judgment should have been known, at the time such investments were made."
Under this standard, does Staff believe that the projects included within UNS
Gas' requested Post Test Year Non-Revenue Producing Plant are prudently
invested? If the answer is no, please specify each project that is not prudently
invested and explain why.

RESPONSE: Dr. Fish has not concluded that the requested Post Test Year Non-Revenue
Producing Plant are not prudently invested. Also see response to UNSG 3.23.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

l
l

12



ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.10 Prior to the filing of the Direct Testimony of Thomas H. Fish, Ph.D., did Dr. Fish
review the following Commission decisions regarding Post-Test Year Plant?
a. Rio Rico Utilities, Inc, Decision No. 67279 (October 5, 2004),
b. Arizona Water Company, Decision No. 66849 (March 19, 2004),
c. Bella Vista Water Company, Inc., Decision No. 65350 (November 1,

2002);
Arizona-American Water Company, Decision No. 68864 (July 28, 2006);
and
Chaparral City Water Company, Decision No. 68176 (Sept. 30, 2005).

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket.
Each ACC decision stands on its own merits and no ACC decision creates a
precedent.

Supplemental Response: Without waiving the objection, the following response is being
provided: Dr. Fish did not review these decisions.

RESPONDENT : ROBIN MITCHELL,

WITNESS: DR. THOMAS FISH

d.

e.

13



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.11 In Rio Rico Utilities, Inc Decision No. 67279 (October 5, 2004), the Commission
included non-revenue producing Post Test Year Plant in rate base. Please explain
how UNS Gas' request for Post Test Year Non-Revenue Producing Plant
materially differs from the post test year plant approved in Decision No. 67279.

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket. Each
ACC decision stands on its own merits and no ACC decision creates a precedent.
Supplemental Response: Without waiving the objection, the following
response is being provided: See response to 3.10

RESPONDENT: ROBIN MITCHELL,

WITNESS: DR. THOMAS FISH

14



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0-71

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.12 In Arizona Water Company Decision No. 66849 (March 19, 2004), the
Commission included non-revenue producing Post Test Year Plant in rate base.
Please explain how UNS Gas' request for Post Test Year Non-Revenue Producing
Plant materially differs from the post test year plant approved in Decision No.
66849.

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket. Each
ACC decision stands on its own merits and no ACC decision creates a precedent.
Supplemental Response: Without waiving the objection, the following
response is being provided: See response to 3.10

s o

RESPONDENT: ROBIN MITCHELL,

WITNESS: DR. THOMAS FISH

15



ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.13 In Bella Vista Water Company, Inc. Decision No. 65350 (November 1, 2002), the
Commission included non-revenue producing Post Test Year Plant in rate base.
Please explain how UNS Gas' request for Post Test Year Non-Revenue Producing
Plant materially differs from the post test year plant approved in Decision No.
65350.

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket. Each
ACC decision stands on its own merits and no ACC decision creates a precedent.
Supplemental Response: Without waiving the objection, the following
response is being provided: See response to 3.10.

RESPONDENT : ROBIN MITCHELL, DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

16



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.14 In Arizona-American Water Company Decision No. 68864 (July 28, 2006), the
Commission included non-revenue producing Post Test Year Plant in rate base.
Please explain how UNS Gas' request for Post Test Year Non-Revenue Producing
Plant materially differs from the post test year plant approved in Decision No.
68864.

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket. Each
ACC decision stands on its own merits and no ACC decision creates a precedent.
Supplemental Response: Without waiving the objection, the following
response is being provided: See response to 3.10.

RESPONDENT: ROBIN MITCHELL, DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

17



ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.15 In Chaparral City Water Company Decision No. 68176 (Sept. 30, 2005), the
Commission included non-revenue producing Post Test Year Plant in rate base.
Please explain how UNS Gas' request for Post Test Year Non-Revenue Producing
Plant materially differs from the post test year plant approved in Decision No.
68176.

RESPONSE: Objection, this data request is not relevant. Staff would also note that each
Commission decision is based on the facts unique to that underlying docket. Each
ACC decision stands on its own merits and no ACC decision creates a precedent.
Supplemental Response: Without waiving the objection, the following
response is being provided: See response to 3.10.

RESPONDENT : ROBIN MITCHELL

WITNESS: DR. THOMAS FISH

18
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A~08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.20 Refer to the Direct Testimony of Thomas H. Fish, Ph.D., page 16, line 6-8, where
Dr. Fish states that "the Company has a choice as to when it files an application
for rate relief. The Company could have waited to file its application so as to
include this investment in its test year."

Is Dr. Fish suggesting that UNS Gas file a new
application at this time to include the additional plant?

a. "pancakes" rate

b. If the response to "a." is no, is Dr. Fish suggesting that UNS Gas forego its
current revenue deficiency (as identified by Staff) until a test year that
includes die requested plant occurs? If so, please explain how UNS Gas
would recover the revenue it would otherwise earn from the date of a
Commission order in tllis case, to the date of a Commission order in a case
with the requested plant in a test year. If the response to "a." is yes, please
explain why Dr. Fish believes that this would be an economically rational
course of action for a utility.

RESPONSE:
a.

<1
Dr. Fish believes that the Company is free to file an application for
rate relief when it determines that it needs rate relief and that choice
is entirely up to the Company. Such decision is within the Company's
discretion.

b. See response to UNSG 3.20(a).

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

I
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G~04204A-08-057I

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.21 Is Dr. Fish aware of any period of time when UNS Gas stopped making new
investments, particularly of the nature of the requested Post Test Year Plant, such
that it could select a test year without excluding post-test year plant?

RESPONSE: It is within the Company's discretion to select a test year. Whether the
Company has stopped making new investments is information possessed by
the Company.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THGMAS FISH
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ARIZONA CORPORATION COMMIS SOON
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.22 Would Staff support a moratorium on installation of new plant by UNS Gas,
including projects necessary for regulatory compliance, reliability or safety, such
that UNS Gas would be able to include all of its plant investment within a test
year?

RESPONSE: No. The Company, as a regulated utility, has the obligation to provide safe
and reliable service to its customers.

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

I
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, 1`NC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.39 Does Staff dispute that UNS Gas experienced
$3.35/gallon during the test year?

an average filet price of

RESPONSE: No. Gas prices have been on the decline.

DR. THOMAS FISHRESPONDENT :

WITNESS : DR. THOMAS FISH

i
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.>8
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.40 Does Staff believe that the ihture fuel costs are "known and measurable?" If so,
please provide all support for that belief?

RESPONSE: No. The Commission expects that the Company will utilize its procurement
policy and hedging practices to stabilize such costs.

RESPONDENT : DR. THOMAS FISH

WITNES s : DR. THOMAS FISH

Ii
\\

v .
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ARIZONA CORPORATION COMMIS SION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, TNC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.41 Does Staff dispute that the Call Center expense during the test year was $116,627
per month on average for UNS Gas?

RESPONSE: No. Staff relied on the information provided by the Company.

RESPONDENT : DR. THOMAS FISH

WITNESS : DR. THOMAS FISH

(

I
\

-44-



g
ARIZONA CORPORATION COMMISSION

DOCKET NO. G-04204A-08-0571
STAFF'S RESPONSE TO UNS GAS, INC.'S

THIRD SET OF DATA REQUESTS
July 7, 2009

UNSG 3.57 Provide any evidence that SERP is an atypical cost for a gas utility.

RESPONSE: Dr. Fish does not know that SERP is an atypical cost for a gas utility. To
the extent that this request suggests that this is Dr. Fish's testimony, please
provide a reference.

RESPONDENT : DR. THOMAS FISH

WITNES S : DR. THOMAS FISH

L
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.58 Provide any evidence that UNS Gas' overall executive compensation costs
unreasonable or out of line with industry practice.

are

RESPONSE: Objection, this data request mischaracterizesDr. Fish's testimony. Without
waiving the objection, the following response is provided: Dr. Fish
considered whether the Company should or should not recover executive
compensation expenses through rates and did not represent that the
Company'sexecutive compensation costsare unreasonable or out of line with
industrypractice.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THOMAS FISH
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.60 Does Dr. Fish believe that an organization is more likely to achieve specified
goals when 1) achieving those goals are part of an incentive compensation plan,
or when 2) compensation is entirely disconnected from achievement of goals?

RESPONSE: Dr. Fish can respond more fully to this request when provided with a list of
specified goals. Dr. Fish believes that, everything else equal, an organization
might be more likely to achieve specified goals when achieving specific goals
is part of a comprehensive compensation plan that may include incentives.

RESPONDENT : DR. THOMAS FISH

WITNES S : DR. THOMAS FISH
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0_71

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.65 Regarding Dr. Fish's statement at page 31, lines 1-5, did Dr. Fish conduct any
analyses regarding subsidization by cold-weather customers to warm-weather
customers: (1) to UNSGas' current rate design, (2) to UNS Gas' proposed rate
design, and (3) Staff" s proposed rate design? If so, please provide those analyses.

RESPONSE: No.

RESPONDENT : DR. THOMAS FISH

WITNESS: DR. THOMAS FISH

i.
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1 1. INTRODUCTION.

2

3 Q-

4

Please state your name and business address.

My name is Denise A. Smith. My business address is 4350 E. In/ington Road, Tucson,

Arizona.5

6

7 Q.

8 A.

9

10

What is your employment position?

I am the Director of Conservation and Renewable Programs at Tucson Electric Power

Company ("TEP"), UNS Gas, Inc. ("UNS Gas" or the "Company") and UNS Electric, Inc.

("UNS Electric"), collectively referred to as the "UniSource Energy Companies".

11

12 Q-

13

14

15

16

17

18

Please describe your education and professional background.

i graduated from Norther Arizona University ("NAU") in 1991 earning a Bachelor of

Science degree in Mathematics with an extended major in Statistics, and then completed

graduate work in Statistics at NAU. During my tenure at TEP, I completed a Masters of

Business Administration at the University of Phoenix. After leaving NAU, I was hired by

Pima Association of Governments in 1992 in the Travel Reduction Program, which

reduces vehicle emissions by targeting major employers to reduce employees' travel to and

19 from work.

20

21

22

23

24

25

26

27

I was hired in 1996 by TEP as a Demand-Side Management ("DSM") Analyst, developing,

analyzing and researching new DSM and energy-related market programs. In addition, I

implemented and reported progress of existing DSM programs and then transitioned them

into market-transformation programs. In 1999, I moved into the Pricing and Rates

Department, developing cost-of-service and revenue requirement models. In 2002, I was

promoted to the Director of the Pricing and Rates Department. I then accepted the position

of Director of Conservation and Renewable Programs.

A.

A.

1



1 Q.

2

3

4

5

Please describe the low-income assistance programs offered by UNS Gas.

UNS Gas offers two programs designed to assist low-income customers: the Customer

Assistance Residential Energy Support ("CARES") pricing plan and the Warm Spirits

Program. These programs are discussed in greater detail in Gary Smith's Direct

Testimony. In addition to these two assistance programs, UNS Gas also offers the Low-

6

7

Income Weatherization Program ("LIW") as part of the DSM Program Portfolio. The LIW

Program will be described in Section II. below.

8

9 Q- Does UNS Gas inform customers about how fluctuating gas costs will affect their

10 monthly bills?

11 Yes. Each fall, UNS Gas mounts a communications campaign to publicize its projections

12 for the gas costs that will be billed to customers throughout the upcoming winter. The

13

14

15

Company disseminates this information through bill inserts, Web site updates, print and

radio advertisements and a press release. These communications follow a format that was

reviewed and approved by Commission Staff several years ago .

16

17

18

19

20

21

Ki October 2008, a UNS Gas representative visited media outlets throughout the

Company's service territory to discuss the gas price projections, promote the Company's

bill payment assistance options and publicize DSM programs, including the UniSource

Energy Services, kic. ("UES") Energy Advisor and the Efficient Home Heating program.

These visits were intended to encourage media coverage that provides customers with even

22 more information about how to manage their energy expenses.

23

24 Q-

25

26

27

Please summarize your DSM marketing activities for UNS Gas customers.

The marketing for the UNS Gas DSM programs will include messaging intended to

promote conservation while encouraging customers to take action through participation in

our new programs. Various channels will be used to drive residential and commercial

A.

A.

A.

3



1

2

3

4

customers to uesaz.com or to the Company's call center to learn more details on the

individual programs. Those channels include some advertising through media outlets such

as local newspapers and trade magazines. The marketing strategy will be evaluated based

on participation rates and modified if necessary to meet program goals.

5

6 Q.

7

8

How does UNS Gas recover DSM program expenses?

The DSM adjustor charge is applied to customers' bills as a per therm charge. The DSM

adjustor charge was initially set in Decision No. 70011 (November 27, 2007) and adjusted

on June IS. of this year. UNS Gas is not asking for a change in the DSM adjustor

mechanism or the DSM charge. The amount of the DSM charge will next be adjusted by

operation of the DSM adjustor on June l, 2009.

9

10

11

12

11. DEMAND-SIDE MANAGEMENT PROGRAMS.13

1 4

1 5

1 6

17

Q-

18

19

20

Does UNS Gas offer any DSM programs to its customers?

Yes. On February 27, 2008, the Company received approval to implement four DSM

programs for customers in the UNS Gas service territory. These programs include the

Low-Income Weatherization Program ("LIW"), the Efficient Home Heating Program

("EHH"), the Energy Smart Home Program ("ESH"), and the Commercial Energy

Solutions Program ("yEs").'

21

22 Q-

23

24

Please describe the UNS Gas Low-Income Weatherization Program referenced above.

UNS Gas' 2008 annual budget for its LIW Program is $113,500 up from $75,000 in 2007

and in previous years. The LIW Program provides weatherization services to customers

whose household incomes do not exceed 150 percent of the Federal Poverty Guidelines.25

26

27 1 The EHH, ESH and CES Programs were new programs, while the LIW Program already existed, but was enhanced.

A.

A.

A.

4



1 The new LIW program was designed and implemented to meet requirements described in

Federal and State Weatherization Assistance Program ("WAP") rules. UNS Gas contracts2

3 with community action agencies throughout its service teMtory to make energy

4

5

6

7

8

efficiency, and health and safety improvements to homes occupied by low-income

residents, including the elderly and disabled. The LIW Program provides up to $2,000 per

home for items such as increased insulation, duct sealing, furnace replacement, and other

improvements allowed pursuant to the Arizona Department of Commerce Energy Office

("AEO") approved statewide Weatherization Assistance Program ("WAP"), at no

additional cost to the customer.9

10

11

12

13

14

15

Agencies use the process outlined in the WAP rules to determine which repairs are 'cost-

effective' on each home and which repairs can be completed without risking the health and

safety of the occupants. The resulting improvements in energy efficiency are intended to

produce long-term savings to customers. If health and safety risks are identified, repairs to

resolve the health and safety concerns must be made before the agency is allowed to

16 implement many of the energy efficiency measures.

17

18

19

20

21

22

23

Training for agency personnel, as well as monitoring and evaluation of the work completed

by weatherization agencies, is provided by AEO. UNS Gas provides energy records to

AEO so AEO can determine actual energy and demand savings resulting from the LIW

Program. AEO requires a minimum of 2 years and a maximum of 4 years of energy

consumption records on each home to determine the actual savings from the UNS Gas LIW

Program. Until AEO acquires sufficient energy records from actual UNS Gas customers,

24

25

26

27

2 These community action agencies include Western Arizona Council of Governments ("WACOG"), South Eastern
Community Action Program ("SEACAP"), Northern Arizona Council of Governments ("NACOG") and Coconino
County Community Services ("CCCS").

5



1

2

energy and demand savings will be estimated from energy records available to AEO from

work completed in similar markets.

3

4

5

The LIW Program is marketed through weatherization agencies, through the UNS Gas call

center, and on the uesaz.com web-site.

6

7 Q- Please describe the UNS Gas Efficient Home Heating Program.

8

9

10

UNS Gas' annual budget for its EHH Program is $300,000. The EHH Program provides

rebates to customers who install qualifying, high-efficiency, natural gas furnaces in their

homes to replace older, inefficient furnaces. The customer must be a customer of UNS

Gas and the new furnace must be installed at a UNS Gas service address.311

12

13

14

15

16

The new furnace must have a  minimum efficiency rating of 90 AFUE (Annual Fuel

Utilization Efficiency) and UNS Gas strongly recommends installation of Energy Star

qualified equipment. UNS Gas estimates that customers will save more than $2,500 over

the estimated 15-year life of a new furnace.

17

18 The amount of the customer rebate depends on the type and size of equipment installed.

19 The maximum customer rebate is $325 per unit. UNS Gas also provides installing

20

21

22

23

contractors an incentive of $25 per unit for qualified equipment. The contractor incentive

is provided to encourage HVAC contractors to "market" the program to customers

(program marketing) and to off-set the added time required to prepare applications and

support documentation required by UNS Gas before customer payments are made.

Contractors must be licensed in the state of Arizona, must receive training regarding2 ,

25

26

27

3 Energy efficient equipment purchased, or work contracted for or performed, prior to February 27, 2008 is not eligible
for an incentive.

A.

6



l

2

3

program rules and requirements, and sign a Participation Agreement with UNS Gas. Once

they satisfy all requirements, participating contractors are listed on the uesaz.com web~site.

Additionally, customers can contact the Company's call center to obtain a list of these

4 participating contractors.

5

6

7

8

Through a Request for Proposal ("RFP") process, UNS Gas selected KEMA Services, Inc.

("KEMA") as the implementation contractor to collect applications, process rebates for

both customers and contractors, and to conduct inspections on a sample of installations.

9 KEMA is  one of  the wor ld' s  la r ges t  and mos t  r espected ener gy engineer ing and

10

11

12

13

14

implementation consulting finns and has been in the energy-efficiency consulting business

for  more than 30 years. KEMA has offices throughout the United States, including

Phoenix, and has conducted application collection and rebate processing for the Arizona

Public Service Company ("APS") for several years. UNS Gas provides all other marketing

and implementation needs through in-house personnel.

15

16 Q-

17

Please describe the UNS Gas Energy Smart Home Program.

UNS Gas' annual budget for its ESH Program is $420,000. This new home constnlctlon

18 pr ogr am pr omotes  cons t r uct ion of  homes  tha t  meet  the 2006  ENERGY ST AR®

19

20

21

22

23

24

25

26

27

performance requirements. Energy Smart Homes are specially designed to be comfortable,

durable and energy efficient in Arizona's demanding climate. Energy savings are typically

achieved through a  combinat ion of building envelope upgrades,  high-per formance

Windows, controlled air filtration, upgraded heating and air conditioning systems, tight air

duct systems, and inspections to ensure insulation is installed to perform at maximum

efficiency. Independent third-party inspections by Home Energy Rating System ("HERS")

Raters ensure that the elevated standards of an Energy Smart Home are met before the

Energy Smart Home label is applied to each newly constructed home. Energy Smart

Homes require less energy to operate, resulting in lower costs to consumers. Performance

A.

7



t

2

standards of Energy Smart Homes also help to improve comfort, health and safety, and

durability of the structure.

3

4

5

6

7

8

9

10

11

This Program is marketed through home builders, because decisions related to construction

standards and energy efficiency are made long before homes are offered for sale. The

builder is offered a rebate of $400 for each home meeting ENERGY STAR® performance

requirements. Homes must also pass the independent inspection and testing requirements

of ENERGY STAR®. The builder is required to pay the independent HERS rater to

perform inspections and testing on a pre-determined sample of homes. The $400 rebate

offered by UNS Gas helps to off-set the cost of the required HERS rating, inspections, and

testing but does not completely cover this added cost.

12

13

14

15

16

17

18

19

20

21

22

23

Through a RFP process, UNS Gas selected the Conservation Services Group ("CSG") as

the implementation contractor for this Program. CSG is a non-profit entity that has been

specializing in residential energy efficiency program implementation for 25 years. They

are the implementation contractor for new home construction programs in Massachusetts,

Rhode Island, New York, New Jersey, Oregon, and California. CSG will provide turn-key

services to UNS Gas and has recently hired local staff to help implement the UNS Gas

program. The CSG team consists of a program manager and on-the-ground local account

managers, backed-up by central marketing, technical, administrative, and customer service

support. UNS Gas provides an in-house account manager to over-see activities of the CSG

group, provide support and liaison activities to support CSG, manage budgets, and develop

reports for the Company and the Arizona Corporation Commission ("Commission").

24

Q- Please describe the UNS Gas Commercial Energy Solutions Program.25

26 A.

27

UNS Gas' annual budget for its CES Program is $200,000. The CES Program provides

rebates to commercial customers to encourage the installation of high-efficiency gas

8



1

2

equipment in commercial facilities, and to help reduce the initial cost of purchasing more

efficient equipment. Rebates are water heaters, furnaces,offered for high-efficiency

3

4

5

6

boilers, and commercial kitchen griddles. Rebates of up to $350 are paid for installation of

each qualifying high efficiency furnace, but rebates vary based on the size and efficiency of

the equipment. Rebates of $200 are paid for each qualifying storage water heater, $250 for

each qualifying boiler, and $300 for each qualifying griddle.4

7

8

9

To be eligible for a rebate, the account must receive gas service under one of these UNS

Gas rate schedules: C20, C22, 1-30, 1-32, PA-40, PA-42, PA-44, IR-60 or Commercial,

Industrial and Public Authority Transportation rates. The incentive cap for the CES10

11 School districts with grades

12

Program is $8,000 per customer, per calendar year.

kindergarten through 12111 grade may receive up to $25,000 per calendar year.

13

14 Through a RFP process, UNS Gas selected KEMA as the implementation contractor to

15 provide tum-key services for the CES program. As previously mentioned, KEMA is one of

the world's largest and most respected energy engineering and implementation consulting16

17 finns and has been in the energy-efficiency consulting business for more than 30 years.

18

19

20

21

KEMA has offices throughout the United States, including Phoenix, and has recently hired

staff to support the UNS Gas CES Program. UNS Gas provides an in-house account

manager to over-see activities of KEMA, provide support and liaison activities to support

KEMA, manage budgets, and develop reports for the Company and the Commission.

22

23 UNS Gas wi l l for marketing, outreach and

information dissemination for the CES Program. At times the direct marketing approach,

utilize many communication vehicles

24

25

26
4 Energy efficient equipment purchased, or work contracted for or performed, prior to February 27, 2008 is not eligible
for an incentive.27

9



1

2

3

4

5

such as direct mail and telemarketing, are not effective instruments to reach commercial

customers. UNS Gas will emphasize indirect and leveraged marketing methods instead,

and will leverage alliances with associations to explore opportunities for free or low-cost

advertising. Free press, bill inserts, websites, e-mail blasts, and community presentations

to reach the target market are effective ways to get the message out with relatively minimal

6 cost.

7

8 Q. What is the status of each of the UNS Gas DSM Programs?

9 Low-Income Weatherization: UNS Gas provided advance notification to the LIW

10

11

12

13

agencies about the new program and the requirement to meet WAP rules once the Program

was approved. Agencies agreed to begin using the new process in January 2008. As a

result of the early notification to agencies, the UNS Gas LIW Program was fully

implemented on February 27, 2008, the effective date of Decision No. 70180 which

14 approved the LIW Program.

15

16

17

18

19

20

21

22

23

24

Efficient Home Heating Program: This program is the first DSM program ever offered

by a gas utility to customers in this service territory. It is challenging to launch new

programs from a 'cold start' in a market with little experience with these types of

programs. However, UNS Gas successfully recruited 29 HVAC contractors willing to

participate in the Program and publicly launched the EHH Program on .Tune 16, 2008, the

first application was received at the end of June 2008. Program participation for rebates

has been greater than anticipated in a new market. From June 16M through September 30th,

2008 UNS Gas paid rebates for 41 new high-efficiency furnaces. UNS Gas anticipates

even greater participation during the winter heating season.

25

26

27

Energy Smart Home: New Home Construction programs always require a much longer

start-up period than other product-specific DSM programs. UNS Gas is partnering with its

A.

10



1

2

3

4

5

6

7

8

implementation partner CSG, to identify potential customers, develop processes, develop

webpage content and marketing materials, and determine tracking requirements for the

program. CSG recently completed the process to recruit, interview, hire, and train

employees to support efforts in the UNS Gas service territory. UNS Gas is also working to

develop a network of certified HERS raters to support the inspection and testing

requirements of the Program. UNS Gas developed the website content and began

discussions with builders in Santa Cruz County in June 2008, and with builders in Mohave,

Coconino, and Yavapai Counties in September 2008.

9

10 UNS Gas recognizes that the educational process, builder recruitment, and builder and sub-

contractor training will take time. The depressed housing market also means there are11

12 significantly fewer new homes under construction at this time. Even after a builder

13

14

15

16

commits to use the ESH construction standards, it is not uncommon for the construction

process to last 6 months before home completion. As a result, UNS Gas hopes to have a

few committed projects in 2008, but anticipates there will be no completed homes until at

least the 3rd quarter of 2009.

17

18

19

20

21

Commercial Energy Solutions: This is the first commercial DSM program for gas

products ever offered by a gas utility to commercial customers in this service territory.

Again, it is challenging to launch new programs from a 'cold start' in a market with little

experience with these types of programs.

22

23

24

25

26

27

UNS Gas and its implementation partner KEMA have worked together to identify potential

customers, develop processes, design webpage content, identify tracking requirements,

develop application forms, and develop policies and procedures. KEMA has completed the

process to recruit, interview, hire, and train new employees to implement the Program

within the UNS Gas service territory. UNS Gas launched the website content, completed

11



1

2

3

application forms, completed the program policies and procedures, and arranged for call-

center support to handle inquires by June 16, 2008, and the complete infrastructure to

support this Program was in place by August 2008.

4

5

6

7

8

9

In addition to web-site information, UNS Gas trained employees to recruit customers for

the program during presentations and community events, and placed an ad in a Chamber of

Commerce magazine. UNS Gas met with contractors, distributors and trade allies to

announce the Program. Distributors are important trade allies to this process to make sure

qualifying equipment is available for contractors in the UNS Gas service territory.

Contractors are important as they are commonly the first to know that a customer is10

11 looking for new gas equipment.

12

13 UNS Gas received its first application from a commercial customer for a rebate in October

14 2008. UNS Gas understands that rebate requests for qualifying furnaces during the

15

16

17

18

summer months may not be common and anticipates more activity during the winter

heating season. During distributor and contractor meetings it was determined that

qualifying water heaters and boiler were not readily available to contractors. UNS Gas is

working with distributors to investigate avenues to ensure qualifying equipment is

available to commercial customers.19

20

21 Q. Is UNS Gas reviewing new DSM programs for future implementation?

22

23

24

25

26

27

While electric utilities have a number of possibilities for developing programs that reduce

demand and energy consumption, gas utilities are limited due to the smaller number of gas

products installed for residential and commercial end use. UNS Gas is considering some

possible program additions for future implementation, however it is uncertain at this time

whether these programs will meet required cost-effectiveness tests.

These potential program additions include the following:

A.

12



1 1)

2

3

4

5

Envelope and duct leakage improvements: UNS Gas is one of seven electric and

gas utilities participating in a state-wide effort to study the effects of envelope and duct

leakage improvements in existing homes. This study is being funded by a DOE grant

awarded to the AEO in September 2008. Results of this study will be used to determine

the cost, benefit, and process required to successfully launch an existing home program.

Results will not be available for at least 18 months. At that time, UNS Gas may consider6

7 an envelope improvement program for existing homes.

8

9 2) Rebates for high-efficiencv storage water heaters: UNS Gas will consider

10 providing rebates for high-efficiency storage water heaters to residential customers. A

11

12

13

program will only be recommended if it is determined to meet the societal cost test

required for program approval. To date residential water heating programs traditionally

have struggled to meet the cost effectiveness test.

14

15

16

17

18

19

20

3) Expanding measures for the Commercial Energv Solutions Program: UNS

Gas will continually evaluate the feasibility of expanding measures within its Commercial

Energy Solutions Program. One consideration is to provide rebates for duct-sealing in

commercial buildings. As new gas technologies become available, UNS Gas will perform

analysis to determine cost effectiveness. A measure will only be recommended if it is

determined to meet the societal cost test required for program approval.

21

22 Q. Does this complete your Direct Testimony regarding DSM activities for UNS Gas?

23 A. Yes, this completes my testimony.

24

25

26

27 r

13
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UNS Gas CARES Disconnections

2007

Number of CARES customers disconnected for non payment: 486* 2 3 3/

Number of CARES customer-requested disconnections: 4491 /  S '  3  &
/

In 2007, of our total disconnections for non payment orders, 816% were CARES.

r 9
2008

3
Number of CARES customers disconnected for non payment: 253 `?

Number of CARES customer-requested disconnections: 269 4- O If

In 2008, of our total disconnections for non payment orders,.9<4'°/0 were CARES.

45

*Note: 2007 statistics April through December due to CCB conversion.

JN3 91 ( M ) ex:-narr



UNS Gas CARES Deposits

2007:

Number of CARES customers year end 2007: 6,725
Number of CARES customers w/deposit: 1,327
Average deposit amount: $88.12
20% of our CARES customers have deposits

2008 :

Number of CARES customers year end 2008: 7,536
Number of CARES customers w/deposit: 1,329
Average deposit amount: $94.86
18% of our CARES customers have deposits

2009 :

Number of CARES customers 2009 ltd:
Number of CARES customers w/deposit:
Average deposit amount:
18% of our CARES customers have deposits

7,932
1,453
$100.48



Customer Contributions 2007 s 14,541.76

s 14,511 .76Company Match

Customer Contributions 2008 s 22,522.58

s 22,522.58Company Match

s 12,815.15

Customer Contributions 2009

Through July

s 12,815.15Company Match

Warm Spirit Contributions 2001, 2008, 2009
UNS Gas, Inc.

Per G/L Totals

Exuw-r

M582"



For Customer Inquiries, Construction or Deliveries,
Please Use the Intercom

Customer transactions and inquiries also can be handled online at uesaz.com, or by calling the

UES Customer Care Center toll-free at 877-UES-4YOU (877~837-4968) Monday through Friday, 7

a.m. to 7 p.m.

NOTE:

Lobby Does Not Take Payments

UES Bill Pavement Options

SNAP - (Sure No-hassle Automatic Payment) - Enjoy the convenience of automatically paying

your bill each month from your checking or savings account. It's easy. It's safe. It's FREE. Visit

uesaz.com or call UES Customer Care Center Rolf-free at 877-837-4968 to begin automatically

paying your bill.

UES e-bill - UES e-bill is the online, fast, simple, convenient, secure, guaranteed, anywhere,

anytime, FREE way to pay your UES bill. Visit uesaz.com or call UES Customer Care Center toll-

free at 877-837-4968 to begin viewing or paying your bill online.

Credit or Debit Card Payment

Web - Pay your bill online at uesaz.com (a convenience fee of $3.95 for payment of bills up to
$250 will be charged by a third-party payment processing company, additional fees may be charged for
bills over S250).

Telephone.- Call our toll-free payment hotline: 800-
payment of bills up to $250 will be charged by a third
fees may be charged for bills over 5250).

284-9730 (a convenience fee of $3.95 for
-party payment processing company, additional

Walmart .- You may pay your bill with cash or a debit card at your local Kinsman Walmart

Supercenter, 3396 No. Stockton Hill Road .- (928) 692-0555. A service fee of $0.88 will apply.

Courtesy Drop Box - Drop box payments of check or money order can be made at:

•

•

UniSource Energy Services, 2498 Airway Avenue, Kinsman
Kinsman City Hall 310 n. 4th Street

U S Mail - It may not be high-tech, but it gets the job done for your check or money order
payment. We supply the envelope, you supply the stamp.

EXH!8'fl°'
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Assessing U.S. Utility Regulatory Environments
The assessment of regulatory risk is perhaps the most important factor in Standard 86 Poor's Ratings Services'

analysis of a U.S. regulated, investor-owned utility's business risk. Each of the other four factors we

examine--markets, operations, competitiveness, and management--can affect the quality of the regulation a utility

experiences, but we believe the fundamental regulatory environment in the jurisdictions in which a- utility operates

often influences credit quality the most. In our credit analysis, we evaluate regulatory risk on a company-specific

basis. A utility management's skill in managing regulatory risk can in many cases overcome a difficult regulatory

environment. Conversely, other companies can experience greater regulatory risk even with supportive regulatory

regimes if management fails ro devote the necessary time and resources to the important task of managing regulatory

risk. Operating in a state with a regulatory structure that is conducive to maintaining credit quality will improve the

Chances for a utility to successfully negotiate the regulatory maze.

This commentary discusses our views on what constitutes a favorable regulatory climate. We then use those factors

to create assessments of the regulatory environments in states that regulate the electric and gas utilities that we rate.

(See the table at the end of this article.) Our intention is to provide a common base for our own analysis of

regulatory risk and to better communicate to investors, issuers, and regulators how various elements of regulation

can affect credit quality. The exercise is also expected to enhance our ability to evaluate management by highlighting

instances where our opinion of a company's regulatory risk diverges significantly from the fundamental quality of

the regulatory jurisdictions where it operates.

The assessments of relevant jurisdictions are based on quantitative and qualitative factors. Importantly, we make

our assessments from a credit perspective. We plan to update them annually or when significant events occur that

have an important impact on the regulatory climate in a particular jurisdiction. The new regulatory assessment

information augments the methodology applied to regulated utilities today.

Our introduction of these regulatory assessments coincides with what we view as the increasing influence of

regulatory matters on the rated utilities' risk profiles and greater credit market awareness of the importance of

understanding the regulatory process. Our goal in explaining our views on regulatory practices and policies and

their effect on Standard 86 Poor's analysis of the credit quality of utilities is to provide additional transparency to the

market.

Background
State utility regulation is almost as old as credit ratings. Standard 86 Poor's predecessor, Standard Statistics Bureau,

was formed in 1906, and the first state utility commissions, as we know them today, appeared in 1907. Regulation

has always been a factor in Standard 86 Poor's analysis of utility ratings, but its importance to our analysis has

shifted with industry trends over time.

Before the 1970s, regulators presided for the most part over stable or decreasing rates as economic growth, rising

consumption, and economies of scale drove costs down. The advent of inflation, rising and volatile fuel costs, and

nuclear power missteps led to higher rates and, in our view, greater regulatory influence on credit quality during the

1980s. Restructuring in the natural gas and then the electric industries marked the 1990s and the first years of the

new millennium, and the importance of regulatory issues in our analysis again started to subside. In our view, we are

Standard ac Poor's November 7, 2008

Standard & Po0r's. All rights reserved. No reprint or dissemination without S&P's permission. See Terms of Use/Disclaimer on the last vase.
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We have historically focused on regulatory risk on a company-specific basis. Nothing in what follows will change

that approach. Utility commissions regulate diverse industries and adopt different approaches to different types of

businesses. Treatment of utilities within the same industry can vary significantly in the same jurisdiction. The quality

of the regulation experienced by a company is often the product of the company's management and business

strategy as much as its regulators. The regulatory climate assessments only serve as a baseline of our opinion on the

fundamental attitude of a jurisdiction toward the credit quality of the utilities in that state, and they are the starting

point for Standard 86 Poor's analysis of the regulatory risk of each rated utility. Our goal is to achieve greater

consistency and continuity in utility ratings.

Assessing Regulatory jurisdictions
We assess jurisdictions on one basic attribute--the fundamental approach to controlling utility rates--and then in

three major categories. The resulting assessments are based primarily on various measures of regulatory risk that are

discussed briefly below. With respect to qualitative factors, we look for long-term, historical characteristics of the

jurisdiction, as well as transient regulatory and political developments.

now in another era of increasing and unstable costs and some semblance of a return to traditional utility regulation.

Consequently, the quality of regulation is at the forefront of our analysis of utility creditworthiness.

The foundation of our opinion of the regulation in a jurisdiction is the degree to which competitive market forces

are allowed to influence rates. In order of credit-friendliness, a state will rely either on full cost-based regulation for

all components of the utility bill, market-based mechanisms for generation, and (more rarely) retail markets, or a

hybrid of the two to control the amount charged and the terms on which that service is offered. It may surprise some

to learn that we consider a hybrid setup, which in most cases exists because the transition to some sort of

competition has stalled, to harbor more risk for bondholders than a system that is committed to letting market

prices set a major part of the customer's bill.

The risk inherent in the market-based model is straightforward: the price for electricity can be more volatile when

based on a market than when it is based on embedded costs, and regulators are apt to resist full and timely recovery

when changes in generation costs are abrupt and substantial (and perhaps misunderstood). The risks in a hybrid or

transitional model are less apparent, but, in our opinion, potentially more significant. First, we consider the

uncertainty of the timing of reaching the end state--and what that end state will look like--to be a negative factor

from a credit perspective. Second, in some cases, the hybrid model may result in a " lower-of-cost-or-market"

approach that allows generation rates to reflect one or the other at different times depending on which one suits

ratepayers best. A utility and its bondholders may then face a prolonged period of potential exposure to market risk

(the downside) with little or no opportunity to participate in the benefits of competition (the upside of greater

returns).

After identifying the fundamental regulatory paradigm, our analysis turns to factors that influence the utility's

business risk climate in the jurisdiction. The factors fall into three broad categories: raternaking, political

environment, and financial stability. Broadly speaking, the raternaking and financial stability factors influence our

assessments more than the paradigm and political factors. .

www.standardandpoors.com/ratingsdirect
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We analyze the issue of " regulatory lag" in a comprehensive manner and not just as a matter of the efficiency of the

regulator in completing rate cases. As part of this analysis, we evaluate the timeliness of rate decisions, coupled with

an evaluation of the test year. In addition, we take into account the timing of interim rates, and other practices that

affect the appropriateness of rates periodically established by the regulator. We do not view the issue of regulatory

lag as an intermittent concern, consequential only during times of acute inflation or rising capital spending, but as a

consistent part of our credit analysis. Accordingly, in our regulatory assessments we focus on whether the regulator

efficiently prosecutes rate requests and bases its decisions with respect to rate setting on the most current

information.

Standard 86 Poor's November 7, 2008
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An important policy-related issue outside of individual rate cases that falls under this part of the assessment is the

The rates of return and capital structures used to generate the revenue requirement in rate proceedings may not be

the primary focus of the assessment, but those and other decisions made in the ratemaking process are still noted.

We consider those decisions to be potential signals from regulators on their attitude toward credit quality. We

believe that the capital structure in particular is a handy and direct indication from the regulator as to whether or

not creditworthiness is an important consideration in its deliberations when setting rates. Obviously, any

pronouncements from a regulator that explicitly address credit ratings or ratemaking practices that incorporate

credit-minded adjustments (e.., the use of double-leveraged capital structures or off-balance-sheet debt-like

obligations) are considered in the Standard BC Poor's assessment.

In our view, the prevalence of rate case settlements is not necessarily an important credit consideration. Although

the common assumption among market participants seems to be that a settlement must be in the best interest of a

utility, we believe this assumption disregards the possibility that management will sometimes make decisions based

on its effect on earnings at the expense of cash flow considerations. This does not mean we dismiss the ability of

stipulations to reach a fair resolution of difficult matters that help regulators issue timely and constructive rate

decisions. It just means that frequent settlements do not, in our view, directly lead to a conclusion that the

regulatory environment in a state enhances credit quality.

Notably, the analysis does not revolve around "authorized" returns, but rather on actual earned returns. We note

the many examples of utilities with healthy authorized returns that, we believe, have no meaningful expectation of

actually earning that return because of rate case lag, expense disallowances, etc. Although, in general, the absolute

level of financial returns is less important to our analysis than how that return is earned, we recognize that, all else

being equal, higher earned returns translate into better Credit metrics and a more comfortable equity cushion for

bondholders. A regulatory approach that allows utilities the opportunity to consistently earn a reasonable return is a

positive factor in our view of credit quality.

Ratemaking Practices And Procedures
The main, and often the most contentious, task of a regulator is to set the rates a utility may charge its customers.

We analyze specific rate decisions as part of the surveillance of each utility. Our regulatory assessments focus on the

jurisdiction's overall approach to setting rates and the process it uses to conduct and manage base rate filings.

Practices pertaining to separate tariff clauses for large expense items are examined in the third category of the

analysis (see below). In this part of the assessment, we concentrate on whether established base rates fairly reflect the

cost structure of a utility and allow management an opportunity to earn a compensatory return that provides

bondholders with a financial cushion that promotes credit quality.

RatingsDirect |
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The ability of a regulator to deliver sound, fair, and timely rate decisions and set prudent regulatory policies that

assist utility managers in managing business and financial risk can be affected by the overall atmosphere that it

operates in. The tone can be set by the governor or legislature, the history and tradition of independence accorded to

the regulatory body, and the behavior of important constituent groups that intervene in utility proceedings.

A primary factor in this part of our assessment is the method of selecting utility commissioners. In some

jurisdictions, the governors appoint regulatory commissioners. In others, the same voters who pay utility bills

directly elect commissioners. The regulatory risk associated with that model can sometimes be managed, but there is

an inherent level of risk in elected regulatory bodies that we reflect in the assessment. Standard 86 Poor's also

analyzes the track record of the involvement of the executive branch or the legislature in utility matters, and the

relative visibility of utility issues in the political arena.

The role of  pol i t ics  in ut i l i ty regulat ion is  of ten misunders tood. In most jur isdic t ions , legis latures  c reated regulatory

commiss ions and invested them with the power to set and enforce ut i l i ty rates and service s tandards. Regardless of

how a regulatory commiss ion is  s tatutor i ly organized, i ts  funct ion is  to set and regulate rates  and service s tandards

with due regard not only for  the interes ts  of  those who advance the capital  needed to provide safe and rel iable ut i l i ty

service but for other const i tuents  as well .  In this  regard, bondholders  should recognize that the sett ing of  ut i l i ty rates

invar iably ref lec ts  pol i t ical as  wel l  as  economic  fac tors .  Therefore, the potent ial  f or  pol i t ical cons iderat ions  to af fec t

ut i l i ty regulat ion can be a key determinant when we assess  a regulatory jur isdic t ion.

One more factor that we examine in this part of the analysis is whether a jurisdiction employs nontraditional

ratemaking practices. Examples of what we may view to be potentially credit-enhancing regulatory mechanisms

include weather normalization and incentive raternaking. We believe that the beneficial effect on credit quality of a

tariff clause that smooths out cash flows that can vary with outside influences like weather is self evident. The

benefits of incentives incorporated into the regulatory regime may be less clear. Well-designed incentives can be at

least credit neutral. A moderate amount of incentives can be credit supportive. We generally view incentive

provisions (whether tied to cost control, reliability, or operational performance) as being beneficial for credit quality

if they are linked to fair and objective benchmarks. Incentives that lack some or all of those features, suchas a plain,

long-term rate freeze, can be, in our opinion, detrimental to credit quality.

Standard & Po0r's. All rights reserved. No reprint or dissemination without S&p's permission. See Terms of Use/Disclaimer on the last page.

Politi.cal. Insulation

regulatory oversight of large capital projects with long lead times that carry out-sized risks to a utility and its

bondholders. In our opinion, practices such as legislative or regulatory recognition of the need for pre-approval of

such endeavors, periodic reviews that substantively involve the regulator in the progress of the project, and rolling

prudence determinations during construction can reduce the general level of risk associated with a utility committing

substantial capital well in advance of the rate proceeding that results in the project being placed into rate base.

Before committing to such projects, a resource-procurement process that uses objective guidelines to evaluate

competing proposals to meet load obligations and keeps the regulator informed and involved in the decisions can, in

our view, help to reduce the risk of subsequent disallowances. If the jurisdiction has an Integrated Resource Plan or

similar mechanism that includes the participation of many parties and is used to definitively establish the need for

new generation, we consider credit risk to be further diminished.

Assessing U.S. Utility Regulatory Environments
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jurisdictional Assessments
The table below shows Standard 86 Poor's assessments of regulatory jurisdictions. The category titles are designed to

communicate one other important point regarding utility regulation and its effect on ratings. All categories are

denoted as "credit-supportive". To one degree or another, all U.S. utility regulation sustains credit quality when

compared with the rest of corporate ratings at Standard 86 Poor's. The presence of regulators, no matter where in

Standard 86 Poor's November 7, 2008

Standard & Poor's. All rights reserved. No reprint or dissemination without S&P's permission. See Terms of Use/Disclaimer on the last page.

Especially during upswings inthe capital expenditure cycle, such as we are experiencing now, a jurisdiction's

willingness to support large capital projects with cash during the construction phase is an important aspect of our

analysis. This is especially true for ventures with big budgets and long lead times, such as caseload coal-fired or

nuclear power plants and high-voltage transmission lines that are susceptible to construction delays. Allowance of a

cash return on construction work-in-progress or similar ratemaking methods historically were considered

extraordinary measures for use in unusual circumstances, but in today's environment of rising construction costs

and possible inflationary pressures, cash flow support could be crucial in maintaining credit quality through the

spending program.

The commission's policies and oversight covering hedging activities may also be a factor in this part of the review if

a utility has sought regulatory approval. For utilities that attempt to manage commodity risks, we look for a

clearly-stated hedging policy and a track record of activity that conforms to that policy. The responsibility for

communicating the policy and demonstrating the prudence of the hedging activity rests with the utility, but the

initial response to a hedging program and the history of the regulator's treatment of the results of the program could

influence our assessment.

Regulators can employ other ratemaking techniques that promote stable cash flows. We consider a commission's

decisions on rate design in assessing its attitude on credit quality. For example, we take into account the relative size

of the typical monthly customer charge, a decoupling mechanism that severs the direct relationship between

revenues and customer usage, or other rate design features that bolster credit quality.

The most prominent factor in this part of the analysis is the application of separate tariff provisions for major

expenses such as fuel and purchased power. The timely adjustment of rates in response to changing commodity

prices and other expenses that are largely out of the control of utility management is a key component of a

credit-enhancing regulatory jurisdiction. We analyze the quality of special tariff mechanisms to determine their

effectiveness in producing the cash flow stability they are designed to achieve. The frequency of rate adjustments, the

ability to quickly react to unusual market volatility, and the control of opportunities to engage in hindsight

disallowances of costs could affect the analysis almost as much as whether the tariff provisions exist at all. The

record of disallowances plays a part in the regulatory assessment.

Cash Flow Support .And Stability
The final set of factors in our assessment of regulatory environments is arguably the most important. The phrase

"cash is king" can be overused, but it does highlight an essential part of the credit analysis. A regulatory jurisdiction

that recognizes the significance of cash flow in its decision making is one that will appeal to bondholders.

Generating cash is a function of the actions of utility management, but the regulator can supply (or withhold) the

tools that can affect the company's essential ability to actually realize the intended level of cash flow.

RatingsDirect |
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Assessing U.S. Utility Regulatory Environments

the spectrum of our assessments, reduces business risk and generally supports all U.S. utility ratings.

Most credit supportive More credit supportive Credit supportive Less credit supportive Least credit supportive

Alabama

California

Florida

Georgia

Indiana

Iowa

South Carolina

Wisconsin

Arkansas Louisiana

Colorado Maine

Connecticut Missouri

Hawaii Montana

Idaho New York

Kansas Oklahoma

Kentucky Rhode Island

Massachusetts Texas

Michigan Utah
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Mississippi Washington

Nevada West Virginia

New Hampshire Wyoming

New Jersey

North Carolina

North Dakota
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South Dakota
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Dist. of Columbia
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Arizona Workforce Informer

Historical Data for unemployment
Rate In Coconlho County

Year Labor Force No.of Employed No.of Unemployed Unemployment Rate %
2009

2009

2009

2009

2009

2009

2008

2008

2008

2008

2008

2008

2008

2008

2008

2008

2008

2008

2008

2007

2007

2007

2007

2007

2007

2007

2007

2007

2007

2007

2007

2007

2006

2006

2006

2006

2006

2006

2006

2006

2006

2006

2006

2006

2006

2005

2005

2005

2005

2005

2005

2005

2005

2005

2005

2005

2005

2005

Prelim Period
Preliminary Jan
Preliminary Feb
Preliminary Mar
Preliminary Apr
Preliminary May
Preliminary Jun

Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec

75,206
73,987
73,154
73,779
72,982
73,372
73,433
70,223
70,245
71 ,730
72,789
73,745
75,497
75,290
74,105
74,216
74,558
74,506
74,288
70,859
6B,537
68,614
69,116
69,832
70,133
72,066
73,228
71 ,2.14
72,427
72,359
71,740
70,932
69,118
65,991
66,671
67,435
68,027
68,499
70,903
71 ,109
69,914
70,842
70,851
70,093
69,086
67,531
65,065
65,464
65,959
66,593
66,886
69,301
69,447
68,567
69,332
68,931
67,854
66,977

70,014
68,928
68,373
69,532
68,492
67,792
69,679
66,749
67,018
68,541
69,959
70,689
71 ,590
71,071
59,914
70,252
70,554
70,254
69,557
68,240
65,416
65,827
66,526
67,570
68,128
69,490
70,346
68,800
70,011
69,908
69,111
67,742
66,171
62,612
63,507
64,530
65,344
65,828
67,660
67,671
66,877
68,11 a
68,203
67,467
66,241
64,245
61,398
62,049
62,653
63,600
63,990
65,764
65,753
65,243
66,164
65,859
64,714
63,757

5,192
5,059
4,781
4,247
4,490
5,580
3,754
3,474
3,227
3,189
2,830
3,056
3,907
4,219
4,191
3,964
4,004
4,252
4,731
2,519
3,121
2,787
2,590
2,262
2,005
2,578
2,8a2
2,514
2,416
2,451
2,829
3,190
2,947
3,379
3,164
2,905
2,583
2,671
3,243
3,43a
3,037
2,729
2,648
2,626
2,845
3,286
3,667
3,415
3,306
2,993
2,896
3,537
3,694
3,324
3,168
3,072
3,140
3,220

6.9
6.8
6.5
5.8
6.2
7.6
5.1
4.9
4.6
4.4
3.9
4.1
5.2
5.6
5.7
5.3
5.4
5.7
6.4
3.7
4.6
4.1
3_7
3.2
2.9
3.6
3.9
3.5
3.3
3.4
3.7
4.5
4.3
5.1
4.7
4.3
3.9
3.9
4.6
4.8
4.3
3.9
3.7
3.7
4.1
4.9
5.6
5.2

5
4.5
4.3
5.1
5.3
4.8
4.6
4.5
4.6
4_8
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Arizona Workforce Informer

Historical Data for Unemployment
Rate in Mohave County

Year Labor Force No.of Employed No.of Unemployed Unemployment Rate %
2009
2009
2009
2009
2009
2009
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005

Prelim Period
Preliminary Jan
Preliminary Feb
Preliminary Mar
Preliminary Apr
Preliminary May
Preliminary Jun

Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec

94,227
93,837
93,596
93,479
93,431
94,553
93,421
91,686
91,908
92,702
93,267
93,933
95,859
95,167
93,477
93,206
93,186
93,344
93,312
91,583
92,828
92,005
92,673
91 ,703
91,781
92,622
92,257
91 ,077
90,985
90,222
90,432
90,410
92,372
91,534
90,924
91 ,973
92,253
92,551
94,018
93,758
92,782
92,691
92,020
91,991
91,959
88,632
85,853
86,626
86,859
87,722
87,750
88,769
89,680
90,239
90,079
89,886
90,218
89,900

85,240
85,140
84,672
85,257
85,008
85,331
86,918
86,112
86,615
87,218
88,141
88,140
89,580
88,395
86,173
86,032
85,694
85,637
85,273
87,357
88,342
88,020
88,698
87,984
88,262
88,649
87,988
86,772
86,635
85,720
85,836
85,378
88,458
87,222
86,916
88,368
88,723
89,257
89,907
89,538
88,798
88,623
88,026
88,071
88,041
84,872
82,088
82,939
83,137
84,185
84,329
85,043
85,870
86,368
85,953
85,865
86,409
86,274

8,987
8,697
8,924
8,222
8,423
9,222
5,503
5,574
5,293
5,484
5,126
5,793
5,279
3,772
7,304
7,174
7,492
7,707
8,039
4,226
4,486
3,985
3,975
3,719
3,519
3,973
4,269
4,305
4,350
4,502
4,595
5,032
3,914
4,312
4,008
3,505
3,530
3,294
4,111
4,220
3,984
4,068
3,994
3,920
3,918
3,760
3,765
3,687
3,722
3,537
3,421
3,725
3,810
3,871
4,126
4,021
3,809
3,626

9.5
9.3
9.5
8.8

g
9.8

7
6.1
5.8
5.9
5.5
6.2
6.6
7.1
7.8
7.7

8
8.3
8.6
4.6
4.8
4.3
4.3
4.1
3.8
4.3
4.6
4.7
4.8

5
5.1
5.5
4.2
4.7
4.4
3.9
3.8
3.6
4.4
4.5
4.3
4.4
4.3
4.3
4.3
4.2
4.4
4.3
4.3

4
3.9
4.2
4.2
4.3
4.6
4.5
4.2
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Arizona Workforce Informer

Historical Data for Unemployment

Rate in Santa Cruz County

Year Labor Force No.of Employed No.of Unemployed Unemployment Rate %
11.2
11.3
11.5
10.8
11.7
14.2

10
1.2
6.7
6.6
6.2
7.1

g
11.5

14
13.5
13.9
11.9
11.6
7_3
6.5
5.9
5.6
5.1

5
6.3
8.9
9.9
10
9.4
7.4
7.7
7.4
5.5
6.2
5.8
5.5
5.5
7.2
9.4
9.5
9.8
9.3
7.7
5.7
8.6
7.3
7.1

7
6.5
6.7
8.5

10.4
10.8
11.6
10.9
8.7
7.2

2009
2009
2009
2009
2009
2009
2008
200B
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2006
2005
2006
2006
2006
200s
2006
2006
2006
2006
2006
2006
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005

Prelim Period
Preliminary Jan
Preliminary Feb
Preliminary Mar
Preliminary Apr
Preliminary May
Preliminary Jun

Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
NotPreliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec .

18,357
18,325
17,971
17,863
17,940
18,224
18,179
17,a55
17,560
17,590
17,562
17,741
18,265
18,437
18,955
18,848
18,710
18,392
18,236
17,184
17,498
17,347
17,171
16,984
16,984
17,088
16,887
17,032
17,033
17,237
17,543
17,394
16,638
16,199
16,304
16,196
16,257
15,225
16,461
16,383
16,848
16,836
17,055
17,327
17,571
15,963
15,806
15,703
15,723
15,694
15,742
16,058
16,700
16,123
15,968
15,935
15,963
16,138

16,308
16,257
15,912
15,936
15,847
15,638
16,361
16,568
16,385
16,421
16,478
16,489
16,626
16,318
16,305
16,304
16,109
16,209
16,121
15,927
16,365
16,317
16,201
16,119
16,127
16,009
15,380
15,351
15,335
15,614
16,247
16,055
15,399
15,131
15,287
15,254
15,368
15,329
15,284
14,849
15,243
15,185
15,467
15,995
16,397
14,595
14,650
14,591
14,625
14,675
14,687
14,699
14,966
14,386
14,112
14,204
14,573
14,970

2,049
2.068
2,059
1,927
2,093
2,586
1,818
1,287
1,175
1,169
1,084
1,252
1,639
2,119
2,650
2,544
2,601
2,183
2,115
1,257
1,1 as
1,030

970
865
857

1,079
1,507
1,681
1,698
1,623
1,296
1,339
1,239
1,068
1,017

942
889
896

1,177
1,534
1,605
1,651
1,588
1,332
1,174
1,368
1,156
1,112
1,096
1,019
1,055
1,359
1,734
1,737
1,856
1,731
1,390
1,168
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Arizona Workforce Informer

Historical Data for UnemployMent
Rate in Yavapai County

Year No.of Employed No.of Unemployed Unemployment Rate %
2009
2009
2009
2009
2009
2009
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2008
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2007
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2006
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005
2005

Prelim period
Preliminary Jan
Preliminary Feb
Preliminary Mar
Preliminary Apr
Preliminary May
Preliminary Jun

Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec
Not Preliminary Annual
Not Preliminary Jan
Not Preliminary Feb
Not Preliminary Mar
Not Preliminary Apr
Not Preliminary May
Not Preliminary Jun
Not Preliminary Jul
Not Preliminary Aug
Not Preliminary Sep
Not Preliminary Oct
Not Preliminary Nov
Not Preliminary Dec

Labor Force
98,667
98,832
98,380
98,563
98,193
98,862
98,390
96,763
96,408
97,213
97,838
98,250

100,165
100,393
98,867
99,354
99,368
98,200
97,869
97,757
96,651
96,727
97,137
97,376
96,981
98,981
98,107
97,358
98,461
99,134
98,774
97,515
96,191
92,578
93,627
94,317
95,649
95,188
97,003
95,859
97,610
98,386
98,387
98,279
97,408
90,975
87,425
88,151
88,482
90,317
90,504
92,301
91,222
92,423
92,418
93,503
92,804
92,376

90,495
90,523
89,706
90,512
89,957
89,740
92,884
92,198
92,190
92,800
93,669
93,632
94,781
94,531
92,608
93,002
92,841
91 ,636
90,723
94,191
92,619
93,243
93,743
94,128
94,079
95,538
94,472
93,867
94,906
95,407
94,911
93,378
92,413
88,373
89,743
90,616
91 ,944
91 ,780
93,024
91 ,866
93,827
94,541
94,625
94,684
93,931
86,989
83,353
84,166
84,490
86,474
86,906
88,266
87,149
88,242
88,044
89,302
88,721
88,755

6,172
6,309
8,674
8,051
8,236
9,122
5,506
4,565
4,218
4,413
4,169
4,618
5,384
5,862
6,259
6,352
6,527
6,564
7,146
3,576
4,032
3,464
3,394
3,248
2,902
3,443
3,635
3,491
3,555
3,727
3,663
4,137
3,776
4,205
3,664
3,701
3,705
3,406
3,979
3,993
3,763
3,645
3,762
3,595
3,477
3,966
4,072
3,965
3,972
3,643
3,596
4,035
4,073
4,161
4,372
4,201
3,663
3,621

8.3
8.4
8.8
8.2
8.4
9.2
5.5
4.7
4.4
4 5
4.3
4,7
5.4
5.8
6.3
6.4
6.6
6.7
7.3
3.7
4.2
3.6
3.5
3.3

3
3.5
3.7
3.6
3.6
3.8
3.9
4.2
3.9
4.5
4.1
3.9
3.9
3.6
4.1
4.2
3.9
3.9
3.8
3.7
3.6
4.4
4.7
4.5
4.5
4.3

4
4.4
4.5
4_5
4.7
4.5
4.2
3.9



SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571)

UNSG 2.4 What is Mr. Radigan's position on how recovery of fixed costs should be
allocated between fixed and variable rates?

Response:

Absent any rate impact and rate stability considerations, fixed charges,
e.g. customer charges, should recover the cost to serve as indicated by
a cost of service study. The variable rate is a valuable tool, particularly
an inclining block rate structure, to assist customers in recognizing the
need to conserve energy.

Respondent: Frank Radigan

Witness: Frank Radigan

4
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SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571)

UNSG 2.30 Referring to the statement on page 28, line 1, of Mr. Rigsby's Direct
Testimony:

Does Mr. Rigsby believe that systematic risk is the only risk of
importance to investors? Please explain.

b. Please provide any published research supporting the contention
that systematic risk is the only risk of importance to investors.

Response:

a. No. The statement made by Mr. Rigsby is intended to point out one
of the underlying assumptions that the CAPM model relies on
Systematic risk might be one of a number of risk factors that
individual investors consider to be important.

A large body of academic research has been published on the
underlying assumptions of the CAPM model. Mr. Rigsby is unable
to cite every piece of research that has challenged or supported
the underlying assumption that systematic risk is the only risk of
importance to investors. Having said that, RUCO offers the
attached paper authored by Andre F. Perold which provides
additional insight into the theoretical concept of the CAPM model.

Respondent: Bill Rigsby

Witness: Bill Rigsby

a.

b.

38
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The Capital Asset Pricing Model

André F. Perold

fundamental question- in finance is haw the riskvofan investment should
a;i~}'ect its5~ expected return. The Capital Asset PaciNg Model. (CZXPM)

. provided the first coherent framewdrkfqr aiiswering this qxicstion. The
was developed in the early 1960s by William (1964), jack Trerylnor

(1962),_Iohn Lindner (19654 b) and _[an MOSsier (1966).
The CAPM is based oN the idea that not all risks should affect asset prices. In

particular, a risk that. can be diversified away when held :dong with other invest-
ments in a portfolio is, in a very real way, not a risk at all. The CAPM gives us
insights about what kind of risk is related to return. This paper lays out the key ideas
of the Capital Asset Pricing Model, places its development in a historiescoiitext,
and discusses its applications and enduring importance to the 'field' of finance.

Histon'cal Background

In retrospect, it is striking how little we understood about risk as late as die
1960sf-whether in terms of theory or empirical evidence. After all, stock and
option markets had been in ezdstence at least since 1602 when shares of the East
India Company began trading in Amsterdam (De la Vega, 1688); and organized
insurance markers had become well developed by the 1700s (Bernstein, 1996). By
1960, insurance businesses had for centuries been relying on diversilicadon to
spread risk. But despite the long history of actual risk-bearing and risk-sharing in
organized financial markets, the Capital Asset Priding Model was developed at a
time when the theoretical foundations of decision rnaldng under uncertdnty were
relatively new and when basic empirical facts about risk and return in the capital
markers were not yet known.

André E Pevvld is the George Guns Professor fInance and Banking, Harvard Business
School, Boston, Massachusetts. His e-mail address is (aperold@}zbs.edu).
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Ri¢8c.=rous theories Qr investor risk preferences and d§:cisiol1~makix1g under
unrertairxty emerged only in the 19405 and 1950s, especially in the work Qr von
Neumann and Morgenstern (1944) and Savage (1964). Portfolio theory, skewing
how investors can create portfolios of individual investments to optimally trade off
n'sk versus re;-Lum, was not developed until the early 19505 by Harry Markowitz
(1952, 1959) and Roy (1952) .

Equally noteworthy, the empirical measurement at risk and return was in ice
infancy unLil due 19605, when sufficient computing power became available so that
researchers were able to collect, store and process market data for the purposes of
scientific investigation. e first careful stuciy of reumxs on stocks listed on the New
York Stock Exchange was that of Fisher and Lorie (1964) in which they note: "It is
surprising to realize that there have been no I]'1¢2lSLlI°€ITi¢1'1tS of the rates of return
on investments in common stocks that could be considered accurate and defini-
Lee." In that paper, Fisher and Lorie report average stock marker returns over
different holding periods since 1926, but not the standard deviation of dose
returns. They also do nom areporr any particular estimate of the equity risk pre-
mium-£hat, is, the average amount by which the stock market outperformed
risk-free investments»--although they do remark Liar rates of return on common
stocks were "subsrandally higher than safer alternatives for which Dana are avail-
able." Measured standard deviations of broad stock market returns did. nom appear
in the academic literature until Fisher and Lorie (1968). Carefully constructed
estimates of the equity risk premium did no; appear umzil Ibbotson and Sinquefield
(1976) published their findings on long»terrn tames of return. They found that over
the period 1926 Lo 1974, the (arizlnnetic) average return on the Standard and
Poor's 500 index was 10.9 percent per annum, and an: excess return over U.S.
Treasury bills was 8.8 percent per annum.' The first careful study of due historical
equity risk premium for UK stocks appeared in Dirnson and Brealey (1978) with an
estimate of Q," percent per annum over :he period 1919-1977.

In the 19405 and 39505, prior to the development of the Capital Asset Pricing
Model, the reigning paradigm for estimating expected returns presupposed that
the return that investors would require (or the "cost of capixal") of an asset
depended primarily on the manner in which that asset was financed (for example,
Bier ran and Snide, 1966). There was a "cost of equity capital" and a "cost of debit
capital," and Lhe weighted average of these-- based on the relative amounts of debt
and equity financing--represented the cost of capital of the asset

The costs of debt; and equity capital were inferred from the longterm yields of
Loose instruments. The cos: of deb: capital was typically assumed no be the rare of
imeresz owed on Lhe debt, and Lhe cost of equity capital was backed out from due
cash flows that investors could expect Lo receive on Lheir shares in relation no the
current price of the shares. A popular method of esdxnating the cost of equity this
way was the Gordon and Shapiro (1956) model, in which a company's dividends are

1 These are arithmetic average renums. Ibbotson and Sinquefield (1975) were also Lhe first LQ report Me
term premium an long-Lenn bonds: 1.1 percent per annum average return in excess of' Treasury bills
over due period 1926-1974.
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assumed to grow in perpetuity at a constant rare g. In this model, if a 8m1's cement
dividend per share is D, and the stock price of the firm is P, then the cost of equity
capital r is the: dividend yield plus Elle clixiciend growth rate: r *.~:. D/P + 8.2

From the perspective of modem finance, this approach co determining the
cost of capital was anclwred in the wrong place. At least in a frictionless world, tile
value of a Suit or an asset more broadly does not depend on how it is financed, as
shown by Modigliani and Miller (1958). This means that the cast of equity capital
likely is determined by the cost of capital of the asset, rather than the odder 'way
around. Moreover, this process of infem'ng the cost of equity capital from future
dividend growth rates is highly subjective. There is no simple way to detenfnine do
markexfs forecast of the growth rate of future cash flows, and companies with high
dividend growth rates will be judged by this method to have high costs of equity
capital. Indeed, :he Capital Asset 1*n'cing Model will show that there need not 'be
any connection between the cost of capital and future growth rates of cash flows.

In the pro~CAPM paradigm, risk did not enter directly into the computation of the
cost of capital. The working assumption was often that a firm that can be financed
mostly with debt is probably safe and is thus assumed to have a low cost of capital; while
a Finn cho: cannot support much debt is probably risky and is Linus assumed to
command a high cost of capital. These rules-oilthumb for incorporaeng risk into
discount rates were act hoc at best As Modigliani and Miller (3958) noted: "No
satisfactory explanation has yet been provided ... as no what determines the size of the
risk [adjuslzmenr] and how it varies in response to changes in other variables."

In short, before :he alTival of the Capital Asset Pricing Model, the question of how
expected returns and risk were related had beenposed,but was still awaiting an answer.

Why Investors Might Differ 'm Their Pricing of Risk

Intui t ively,  I r  would seem that investors should demand high returns for
holding high~risk investments, That is, the price of a hi8h-risk asset should be bid
suff iciency low so that the fume payoffs on the asset are high (relative to the
price). A difticulny with this reasoning arises, however, when the risk of an invest-
ment depends on the manner in which it is held.

To illustrate, consider an entrepreneur who needs to raise $1 million for a risky
new venture. There is a 90 percent chance that the venture will fail and end up
worthless; and there is a 10 percent chance that the venture will succeed within a
year and be worth $40 million. The expected value of the vennzre in one year is
therefore $4 million, or $4 per share assuming that Lhe venture will have a million

shares outstanding.
Case I: If a single risk-averse individual were to fund the full $1 million-where

'The cost of equity capital in Luis model is Lhe "incemal rate of return," the discount ran-: than equates the
preset value of' fixture cash flows ro Loc current stock price. In due C<Jrdon~shapiro model, :he projected
dMdend stream is D. D(l + g), D(l + g)`*. . .The presemvaiue of Lhasa cash flows when discounted aL rare
rig D/(r - g). which when geL equal to Lhe current sick price, P. establishes r = D/P+ go
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the investm ent  would represent  a s igni f i cant  por t ion of  the weal th of  that
individual--the venture would have to del iver a very high expected return, say

180 percent. To achieve an expected return cf 109 percent on an investment of $1
mi l l ion, the entrepreneur would have to sel l  the investor a 50 percent stake:
5G0,000 shares at a price per share of 32.

Case II: If the funds could be raised from someone who can diversify across
many such investrttents, the required return might be much lower. Consider an
investor who has $100 million to invest in 109 ventures with the same payoffs and
probabilities as above, except that the outcomes of the ventures are all inclependen t
of ume another. In this case, the probabil i ty of the investor sustaining a large
percentage loss is small--for example, the probability that all 100 ventures fail is a
miniscule .003 percent ( 0.9M°)-and the diversified investor might consequently
he satisf ied no receive an expected return of only, say, 10 percent. I f ' so, the
entrepreneur would need to sell a much smaller stake to raise the same amount of
money, here 27.5 percent (= $1.1 million/$4 million); and the investor would pay

a higher price per share of $3.64 (=== $1 million/275,600 shares),
Cases land ll differ only in the degree to which tote investor is diversified; the

standalone risk and the expected future value of any one venture is the same in
both cases, Diversified investors face less risk per investment than undiversiiietl
investors, and they are therefore willing to receive lower expected returns (and to
pay higher prices). For the purpose of determining required returns, the risks of
investments therefore must be viewed in the context of the other risks to which
investors are exposed. Tile CAPM is a direct outgrowth of this key idea.

Diversification, Correlation and Risk

The notion Lhat diversification reduces risk is centuries old. In eighteenth-century
English language translations ofD¢m Quixote, Sancho Panza advises his master, "It is the
part of a wise man to ... not venture all his eggs in one basket." According ro I-Ierbison
(2003), the proverb "Do not keep all your eggs in one basket" acruatly appeared as far
back as Torriano's (1666) Camion Place afftalicm Ploy/erbs.

However, divexsificadon was typically thought fin terms of spreading your wealth
across many irzdejzmdent risks that would cancel each other if held in sufficient number
(as was assumed in the new ventures example). Harry Markowitz (1952) had the insight
that, because of broad economic influences, risks across assets were correlated to a
degree. As a result, investors could eliminate some but not all risk by holding a
diversified portfolio. Markowitz wrote: "This presumption, duet the law of large num-
bers applies to a portfolio of securities, cannot be accepted. The returns from securities
are too intercorrelated.. TDiversii3cation cannot eliminate all variance-"

Markowitz (1952) went on to show analytically how the benefits of diversifica»
son depend on correlation. The correlation between the returns of two assets

measures the degree to which they fluctuate together. Correlation coefficients
range between - 1.0 and 1.0. When the correlat ion is 1.0, the two assets are
perfect ly posi t ively correlated. They move in the same direct ion and in f ixed
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proport ions (plus a constant ),  In this case,  the two assets are subst i tutes for one
another.  When the corre lat ion is  -1.0,  the returns are perfect ly  ncgadveiy corre-
lated meaning dias when one asset  goes up,  the other goes Dow:  and in a Fixed
proport ion (plus at constant).  In this case, the two assets act to insure one another.
When the correlat ion is zero,  knowing the return on one asset  does not  help you
pred ic t  t he re turn  on the o ther .

To show how the correlat ion among individual  securi ty returns af fects port fo-
l io r isk,  cormier invest ing in two risky assets,  A and B,  Assume that  die risk of  an
asset  is measured by i ts standard deviat ion of  return,  which for assets A and B is
denoted by 014 and 418,  respect ive ly.  Let  p denote the corre lat ion between the
returns on assets A and 8;  let  x be the f ract ion invested in Asset  A and y (= 1
x) be the f ract ion invested in Asset  B.

When the returns on ass6:ts within a portfol io are perfectly posit ively correlated
(p : :  1),  the port fol io r isk is the weighted average of  the risks of  the assets in the
port fol io.  The: risk of  the port fol io then can late expressed as

0':~ = xoj.§ + 3'¢7ls~

The more interest ing case is when the assets are not  perfect ly correlated (p < l ).
Then there is a nonl inear re lat ionship between port fo l io r isk and the r isks of  the
underlying assets. In dis case, at least some of the iNk from one asset wil l  be offset
by the other asset, so the standard deviation of the portfolio 0'1~* is always less than
the weighted average of  'TA and 08.3 Thus,  the risk of  a port fol io is less than the
average risk of  the underlying assets.  Moreover,  the benef i t  of  diversi l icadon wi l l
increase the farther away that  Lhe correlaziou p is f rom 1.

These are Harry la/Iarkowit is important insights: 1) that diversi i icadon does not
rely on individual risks being uncorrelated,just that they be imperfect  correlated;  and
2)  t ha t  t he  r i sk  reduct i on  f rom d i vers i f i ca t i on  i s  l im i t ed  by  t he  ex tent  t o  wh i ch
individual asset returns are correlated. I f  Markowitz were restat ing Sancho Panza's
advice,  he might  say:  I t  is safer no spread your eggs among imperfect ly correlated
baskets than to spread them among perfectly correlated baskets.

Table 1 i l lustrates the benef i ts of  diversi fying across internat ional  equi ty man
kats. T h e table l ists the world's largest stock markets by market capi tal izat ion as of
December 31,  2803,  the combinat ion of  which we wi l l  cal l  the world equi ty market

The portfolio standard deviation, UP- can be expressed in terms of the standard deviations of assets A
and 8 :Md Lh€ir correlation using the variance formula:

2xyp¢7A0'8_

This expression can be ulgcbraicaily manipulated to obtain

(box + SM" - 2:ry(1 .. p)<n¢

When p = 1, the Sinai Lerp disappezus, giving Lhe formula in Lhe text When p < 1, chen the size of Lhe second
term wit] increase as p decliners, and so du: standard deviation of the poMolio will fall as p declines.
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Tabla I
Market capi¢a1iza¢s¢m 954 Risk.ESiii§;atés f6¢..24 Countries,
_lanuaty 1994--December.2U03

Market
Capawwfwa
(8 Billions,
12/31/03)

Capilalzkation
w¢zg/1:

S,D. of
Return

Eula
vs..

WMP
Corrtlalibn
vs. MAP

u.s.

MPM
UK
France
Germany
Canada
Switzerland
Spain
Hong Kong
Idly
Australia
China
Taiwan
Netherlands
Sweden
Sciuch Korea
India
South Africa
Bxnzil
Russia
Belgium
Malaysia
Singapore
Mexico

$14,255
2953
2.426
1,403
1.079

910
727
728
715
615
586
513
379
358
320
298
279
261
235
198
174
158
149
123

47:88
9.9%

m g
4.7%

Sm;
. 3 - 0 %
2 . 4 %
2 . 4 9 5
w s
2 . 1 9 5
2 . 0 9 5
1 . 795
1 . 3 %
1 . 2 %

1 . 1 %
1.056
0. 995
0 . 9 %
0. 8ys
0 . 7 %

0 . 6 %
0 5 %
0 . 5 %

0 . 4 %

u m e

3 8 4 %
1 4 5 5
19,394
21.v35
19.9%

L7-199.
21.595

: g a s p
23 . 9%
1 3 4 %
4 8 . 3 %
32. 0%
19. 5%
2 4 . 8 %
4 7 . 7 %
2 5 7 %
26 . 9%
48 . 6%
76. 9%
17 . 2%
88. 6%
25. 68 .
55 . 1%

1.00
a l a
0.78
1.00
1.10
1.1$
0.73
0.92
1.33
0.90
a l a
1.26
1.15
1.02
1.25
L 5 5
0.63
1.09
1.81
2.34
0.65
0.81
1.04
1.40

0.95
0.57
0.83
(1.79
0.77
0.87
0.65
0.65
0.70
0.58
0.77
0.45
0.53
0.79
0.78
0.50
0.36
0.62
0.68
0.47
0.58
0.32
0.56
0.61

WEMP $29,870
S.D. al' WEMP assuming perfect ccwrreladbn
S.D. of WEMP assuming zero correlation

100% 15.8%
19.9%
8.4%

1.00 1.00

Nous: WEMP stands for World Equity Market Portfolio. S.D. is standard deviation expressed on an
annualized basis. Calculations are based on historical rnoxuhiy returns obzaihed from Global Financial
Dana Inc.

portfolio, labeled in the table as WEMP. The capitalization of the world equity
market portfolio was about $30 t.rillion-- comprising over QS percent of all publicly
traded equities-with the United Statese representing by far the largest fraction.
Table 1 includes the standard deviation of monthly total returns for each country over
the ten-year period endingDecember 31, 2003, expressed on an annualized basis.

Assuming that the historical standard deviations and correlations of return are
good estimates of future standard deviations and correlations, we can use this data
to calculate that the standard deviation of return of the WIMP-given the capi-
talization weights as of December 2003--is 15.3 percent per annum. If the country
returns were all perfectly correlated with each other, then the standard deviation of
the WEMP would be the capitalizatiorrweighted average of the standard deviations,

A.
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which iS . 19.9 .péraimt QE; annum The d1&'¢i-t;nce.. of 4. 6 p,em:.en_t psi éianiixria
represents the divcrsificitiun benefit---tlie risk réductitiii .stiéiniiuiiig83m fheéfkct
thatthn WQ51-!8'S cquitypmarkets are imperfectly coi'rela't¢d., Alai? in.Table 1 iS
that the déviétiph bf the WEMI' would be only 8.4 percent per :-13inum.ifti1¢
ctmniry retumswere uncorrelSlted with onea1'1othér. The amount bY wlhiizh. dies figure
is .lower than the actual standard deviation of 15.3 percent per annum= is ameasure of
theextent to which the world's equity markets share common influences.

Pditfqiio Theory, Risldess Lgnding Borrowing and Fund
Segaratibn

\

To arrive at the G4PM, we need no examine how imperfect coneiation among
asset returns affects the investor's tradeoff betweeN risk and return. While risks
combine nonlinearly (because of the diversification effect), expected returns com-
bine linearly. Thai is, the expected return on a portfolio of investments is just the
weighted average of the expected returns of the underlying assets. Imagine two
assets with the same expected return and due same standard deviation of return. By
holding both assets in a portfolio, one obtains an expected return on the portfolio
that is the same as eider one of them, but portfolio standard deviation that is
lower than any one of them individually. Diversification thus leads to a reduction in
risk without any samjice in expected return.

Generally, there will be many combinations of assets with the same portfolio
expected return but different portfolio risk; and there will be many combinations
of assets with the same portfolio risk but different portfolio expected return. Using
optimization techniques, we can compute what Markowitz coined the "efficient
frontier." For each level of expected return, we can solve for the portfolio combi-
nation of assets that has the lowest risk. Or for each level of risk, we can solve for
the combination of assets that has the highest expected return. The efficient
frontier consists of the collection of these optimal portfolios, and each investor can
choose which of these best matdles their risk tolerance.

The initial development of portfolio Lheory assumed that all assets were risky.
James Tobin (1958) showed that when investors can borrow as well as lend at the
risk~flree rate, the efficient frontier simplifies in an important way. (A "risk-free"
instrument pays it fixed real return and is default free. U.S. Treasury bonds that
adjust automatically with inflation-called Treasury inflation-protected instru-
ments, or TIPS-and short-term U.S. Treasury bills are considered close approxi-
mations of risk~free instruments.)

To see how riskless borrowing and lending affects investors' decision choices,
consider investing in the following three instruments: risky assets M and H, and the
riskless asset, where the expected returns and risks of die assets are shown in Table QQ
Suppose first that you had the choice of investing all of your wealth in just one of
these assets. Which would you choose? The answer depends on your risk tolerance.
Asset H has the highest risk and also the highest expected return. You would choose

(
\
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ASSet H if you had a high tolerance for risk. The riskless asset has no risk. but also
the lowest expected return.You.would choose to lend at tHe risk~free tote if you had
a very low tolerance For risk. Asset M Has an intermediate risk and expected return
and you would :his asset if you Had a moderate. tolerance for risk.

Suppose next that you can bonowSiid lend at- the risk-fre: rate, you wish
to invest some of? your wealth in Asset H and the balance in riskless lending or
borroWing. If  x is the fraction of wealth invested in  Asset H, then 1 - x is the
fraction invested in the risk-free asset. When x < 1, you are lendiogat the risk-£'ee
rate; when x > 1, you are borrowing at the risk-free rate. TH: expected return of
th is portfo l io is (I - x)9+ XE,,-, which equals "J + x(E,, - 9). and the risk of. the
portfolio is xo'H. The risk of the portfolio is proportional to the risk of Asset IL
since. Asset H is the only source of risk in the portfolio.

Risk and expected return thus both combine linearly, as shown graphically in
Figure 1. Bash point on the line connecting the risk-free asset to Asset H represents
a particular allocation ( x) to Asset H with the balance in either risk-free lending or
r isk~freé borrowing. The slope of th is l ine is called the Sharpe Ratio-the risk
premium of Asset H divided- by the risk of Asset H.-

Sharpe Ratio = (Fa - 77)/0%

The Sharpe Ratio of Asset H evaluates to 0.175 (= (12 percent - 5 percent)/
40 percent) and all combinations of Asset H with risk-free borrowing or lending
have this same Sharpe Ratio.

Also shown in Figure 1 are the risks and expected returns that can be achieved
by combining Asset M with riskless lending and borrowing. The Sharpe Ratio of
Asset M is 0.25, which is higher than that of Asset H, and any level of risk and return
that can be obtained by investing in Asset H along with riskless lending or borrow-
ing is dominated by some combination of Asset M and riskless lending or borrow-
ing, For example, for the same risk as Asset H, you can obtain a higher expected
return by investing in Asset M with 2:1 leverage. As shown in Figure 1, the expected
return of a 2:1 leveraged position in Asset M is 15 percent (that is, (2 x 10 per-
cent) - (1 X 5 percent)), which is higher than the 12 percent expected return of
Asset H. If you could hold only one risky asset along with riskless lending or
borrowing, it unambiguously would be Asset M.

Being able to lend and borrow at the risk~ilree rate thus dramatically changes

Risk

i
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our investment choices. The asset of choice--if you could choose only one risky
asset--is the one with the highest Sharpe Ratio. Given this choice of risky asset, you
need ro makea second decision, which is how much of it to hold in your portfolio.
The answer to the latter question depends on your risk tolerance.

Figure 2 illustrates the approach in the case where we can invest in combina-
tions of two risky assets, M and H, plus riskless lending and borrowing, The
correlation between the returns of assets M and H is assumed to be zero. In the
figure, the curve connecting assets Mend H represents all expected return/
standard deviation pairs that can be attained through combinations of assets M and
H The combination of assets M and H that has the highest Sharpe Ratio is
74 percent in Asset M and 26 percent in Asset H (the tangency point). The
expected return of this combination is 10.52 percent, and die standard deviation is
18.09 percent. The Sharpe Roda evaluates to 0305, which is considerably higher
than the Sharpe Ratios of assets M and H (0.25 and 0.l'75, respectively). Investors
who share the same estimates of expected return and risk all will locate their
portfolios on the tangency line connecting the risk-free asset to the frontier. In
particular, died all will hold assets M and H in the proportions 74/26.

The optimal portfolio of many risky assets can be found similarly. Figure 3
offers a general illustration. Use Markowitz's algorithm to obtain the efficient
frontier of portfolios of risky assets. Find the portfolio on the efficient frontier that
has the highest Sharpe Ratio, which will be the poimwhere a ray stretching up from
the risk-free point isjwst tangent to the efficient frontier. Then, in accordance with
your risk tolerance, allocate your wealth between this highest Sharpe Ratio portfo-
lio and risk-free lending or borrowing.

This characterization of the efficient frontier is referred to as "fund separa-
tion." Investors with the same beliefs about expected returns, risks and correlations
all will invest in the portfolio or "fund" of risky assets that has the highest Sharpe

I
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Ratio, but they will differ in :heir allocations between this fund and risk-free
lending or borrowing based on their risk tolerance. Notice in particular that the
composition of the optimal portfolio of risky assets does not depend on the
investor's tolerance for risk.

Market-Determined Expected Returns and Stand-Alone Risk

Portfolio theory prescribes that investors choose their portfolios on the effi-
cient frontier, given their beliefs about expected returns and risks. The Capital

I
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Asset El-icing Model, on' the other hand. is concemeclwitlt the pricing 01' assets in
equilibrium. G1°lPM asks; What are the irnplications" forasset P\'i¢¢= if everyone
heads this advice? In equilibrium, all assets must be held by someone. For the
market to be in. équilibriumt the' expected return bf each assetlrnustbe such that
investors collectively decide to hold exactly the supply of shares of the asset. The
Capital Asset Pricing Model will tell us how investors determine those expected
returns-and :hereby asset prices-as a function of risk.

In thinking about how expected return and risk might be related, Le: us ask
whether, as a rule, the expected return on an investment could possibly be a
function of its stand-alone risk (measured by standard deviation of return). The
answer Tums out to be "no." Consider the shares of two firms with the same
stan.d=a1one risk. If the expected return on an investment determined solelyby
its stnrid4alone risk, the shares of these Eras would have the sameexpected return,
say 10 percent. Any portfolio combination of the two firms would also have an
expected return of 10 percent (since 'the expected return of a pofttlolio Ofnssets iS
the weighted average of the expected returns of the assets that comprise the
portfolio). However, if the shares of the firms are not perfectly correlated. then a
portfolio invested in the shares of the two firms will be less risky than either one
stand~a1one. Therefore, if expected return is a function solely of stand-alone risk,
then the expected return of this portfolio must be less than 10 percent, coNtra-
dieting the fact that the expected return of the portfolio is 10 percent. Expected
returns, therefore, cannot be determined solely by stand-alone risk.

Accordingly, any relationship between expected return and risk must be based
on a measure of risk that is not stand-alone risk. As we will soon see, that measure
of risk iS given by the incremental risk that an asset provides when added to a
portfolio, as discussed in the next section.

Improving the Sharpe Ratio of a Portfolio

Suppose you were trying to decide whether to add a particular stock to your
investment portfolio of risky assets. If you could borrow and lend at the risk~free
rare, you would add the stock if in improved the portfolio's Sharpe Ratio. It turns
out there is a simple rule to guide the decision-a rule that can be derived by
understanding the two special cases: 1) when the additional stock is uncorrelated
with the existing portfolio, and 2) when the additional stock is perfectly correlated

wi th the exist ing por t fol io.  The rule wi l l  lead us di rect ly to the equi l ibr ium
risk~return relationship specified by the Capital Asset Pricing Model.

In what fol lows, i t  wi l l  be helpful  to think in terms of "excess return," the
return of an instrument in excess of the risk-free rate. The expected excess return
is called the risk premium.

I

4

Adding a Stock that is Uncorrelated with the Existing Portfolio
When should a portfol io be diversif ied into an ancon-elated stock? If  the

excess returns on the stock and exisrjng portfolio are uncorrelated, adding a small
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.nm<:»um of the stock has aims: no effect on the risk of' the porrLtolio.* AL the
margin, nhereforc, the stock is a substitute far investing in the risk-free asset.
Including the stock will increase the portffaiia's Sharpe Ramiro if the stock's expected
return ET exceeds £116 risk-free rate Said another wray, the addidcmai stock should
be included in the pornfnlio if its risk premium ET 9 is positive.

£imes Lhe experzzeaf excess return cm the pcmfoi io-that is,  Es

<

Adding a Stock that is Perfectly Correlated with the ExistingPortfolio
If Lhe stock anc¥ portfolio excess returns are pcrfecdy correlated, investing in

the stock becomes a substitute far investing in the portfolio itself". To see tills, recall
tl1.az a perfect correlation means that. the stock and the pen folio excess returns
move together in a fixed ratio plus a constant. The fixed Eada is called beta,
denoted by B, and the constant is called alpha, denoted by a. In other words, the
excess return of the stock is equal to alpha plus beta times the excess remen of due
porzfolie. It also follows that tile expected excess returnof the stock is alphaplus beta

. a ~l~ I3(/81,
gl- The constant alpha is Lherefore given by the difference between the risk
premium of die stock and beta limes the risk premium of the porrfcslio. Since the
stock and the porztolio move together in a fixed proportion, beta is given by the
ratio at stock to pornfelio standard deviations of excess return: 8 = ors/rr

Compare now an investment of $1 in Luxe stock with the following "mimicking"
srmtegy' invest $8 in Lhe portfolio and die balance $(l - 8) in the risk-ii'ee asset,
assuring than 8 < 1. Far example, if beta is 0.5, then investing $0.50 in the portfolio
:Md $8.80 in the riskless asset is a strategy Lhat will gain or lose 9.5 percent of excess
return for every l percent gain or loss in the portfolio excess return. The excess return
of due mimicking simtegy is beta does due excess return of the portfolio. The mim-
icking strategy will behave just like the stock up to the constant difference alpha. The
mirnicidng stmfegy can be thouglal; offs a "stock" with the given beta but an alpha at zero.

Similarly, if (3 Z> I, the mimicking strategy involves investing $8 in the portfolio
of which $03 . . . . . . 1) is borrowed at the riskless me. For example, if beta is 3, the
mimicking portfolio involves investing $3 in the portfolio of which $2 is borrowed
at the risk-free rate. This srracegy will gain or lose 3 percent of excess return for
every 1 percent gain or loss in the portfolio excess return. Again, the mimicldng
smregy will behave just like the smock up to the constant difference alpha.

Widen should a stock be added to Lhe portfolio if its return ks perfectly correlated
with that of the portfolio? Since, up no Que constant alpha, the stock is just a substitute
for the portfolio, adding $1 of the stock to due portfolio amounts to owning $13 more
of due portfolio. But owning more of the ponfoiio by itself does not change its Sharpe
Ratio. Therefore, adding the stock will increase she port:folio's Sharpe Ratio if Lhe

' Assume relax you have $1 of wealth invested in the pouf olio. Then, adding an investmervr of$x in shares
of the stock increases Lhe portfolio variance re a + 0-, where 02, is :he variance of Lhe purr folio and
.r2a§ is the variance of the additional stock, weighted by Lhe number of dollars invested in the stock.
Remember, the variance of a combination of uncorrelrned risks equals loc sum of the variances of the
individual risks. The increase in portfolio risk (standard deviation as well as variance) is proportional ro

, which implies Leal the change in portfolio risk is negligible for small x. The $x needed Lo purchase
:he shares can come from holding less al' Lhe risk-free asset or by borrowing at loc risk~llree rate.
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stock's expected excess return exceecls that of the mimicldng portfolio, This occurs if
Q > D or equivaiencly if  ES .. ' ]> l3(E_p *- 9), meaning Lhat the s£ock's risk premium
luusr exceed beta t imes the port fol io m'k premium.

The i i leneral  Case: Adding a Stock that  is imperfect ly Correlated wi th the
Eudsting Poxrtfolio

Suppose next  that  the returns on the stock and do port fol io are correlated to
some degree (G < p < 1). In this case, the stock's return can be separated into a return
component  d ia l is I>¢t72':dy cw'rzl4zted with the portfolio and a return component that is
uwovwlawd with Lhe port fol io.  Since due standard deviat ion of the stock is 0TH the
standard deviation of the perf idy correlated component of Lbe stock's return is po'.95
Tonus, the beta of the pedeclly correlated component al' time Stock's excess return ro the
portfol ios excess return is given by the rat io of standard deviat ions: 8 :  po'5/oy,

As _must: discussed, the component of the stock<'s return that is perfectly corre-
lated with t ime port fol io is a subst i tute for the port fol io i tsel f '  and can be mimicked
through an investment of 13 in the port fol io and (1 . . . . .  8) in the risldess asset.  The
component of  the stoc1<'s excess return that is uncorrelated with the port fol io can,
at  the margin,  be diversi f ied away and wi l l  thus have no ef fect  on the r isk of  the
por t f o l i o .  Th i s  component  o f  re turn  can be m im icked through an i nc- : s tment  i n
the risk~flree asset. We can therefore conclude that adding the stock to the portfol io
wi l l  improve the Sharpe Rat io i f  the stock's r isk premium exceeds the sum of  the
risk premier of  the two mimicking port fol ios:  13115? - r) for the perfect ly correlated
return component  and zero for the txxmconelated return component .

This insight  establ ishes a rule for improving the port fol io.  Adding a marginal
share of stock to a portfol io wil l  increase Lhe par¢:fol io's Sharpe Ratio i f  the stock's
alpha is posit ive, that is,  i f  i ts risk premium sat isf ies

E s"  T /  >  M E n "  t r ) -

Conversely, sell ing short a marginal share of the smock wil l  increase the port.t lol io's
Sharpe Ratio i f '  the alpha is negative, ES 7 ] <  B ( E ) , 7 ) .  T he poMoi i o  has  t he
highest  at tainable Sharpe Rat io i f  E ' f  - B(E1, ~. T/) for every s£o<:k-»--that is, if
: he r i sk premium for  each stock i s  equal  to  beta t imes the r i sk premium for  the
pori foi io as a whole.

The Capital Asset Pricing Model

The rule for improving the Sharpe Rat io of  a port ibl io al lows us co derive the
Capital Asset Pricing Model in a straightforward and intuit ive way. We begin with four
assumptions. First, investors are risk averse and e:vaLluare their investment. portfolios

5 The correlation coefficient p is :he "R" in "R-squ2u*ed"-the fraction of :he so<:k's variance chat is
attributable xo movements in the portfolio. If p < 0. Loc standard deviation of Lhe perfectly correlated
c0rnponem is lulu
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solely in Tex :ms of expected return and standard deviation of return measured over the

same single holding period. Second, capital markets are perfect in several senses: all
assets are infinitely divisible; there are no tnmsactions cos1>, short selling restrictions or
taxes; irifonnadon is costless and available to everyone; and all investors can borrow
and lend at the risk-free rate. Third, investors all have access ro time same investment
oppomznities. Fourth, investors all make the same estimates of individual asset ex-
'pected returns, sutxidatd deviations of return and the correlations among asset returns.

These assumptions represent a highly simplified and ideaiired world, but are
needed to obtain the CAPM in its basic form. The model has been extended in many
ways to accommodate some of the complexities manifest in the real world. but under
these assumptions, given prevailing prices, investors all lM determine the same highest
Sharpe Ratio portfolio of risky assets. Depending on their risk tolerance, each investor
will allocate a pardon ofwoalrh to this optimal pordblio and the remainder ro risk-lfree
lending or borrowing. lmestors all will hold xtisky assets in tile some relative proportions,

For the market; to be in equilibrium, the price (that is, the expected return) of
each asset must be such cho: investors collectively decide to hold exactly the supply of
the asset, If investors dl hold risky assets in the same proportions, those proportions
must be the proportions in which risky assets are held in the market portfolio-the
portfolio comprised of all available shares of each risky asset. In eqisulibrium, therefore,
the portfolio of risky assets with the highest SharpeRodamust be the market portfolio.

If the market portfolio has the highest attainable Sharpe Ratio, there is no way
to obtain a higher Sharpe Ratio by holding more or leas of any one asset. Applying
the portfolio improvement rule, it follows that the risk premium of each asset must
satisfy Es J' : MEn . re) , where Es and EM are the expected return on the asset
and the market portfolio, respectively, and [3 is the sensitivity of due asset's return
to the return on the market portfolio.

We have just established the Capital Asset Pricing Model: In equilibrium, the
expected return of an asset is given by

/8$= Tr + B(-'5m"*- ffl-

This fionnula is Lhe one that Sharpe, Gaynor, Lindner and Mossier successfully set
out to Fnd, It is the relationship between expected rer.um and risk chat is consistent
with investors behawhg according co the prescriptions of portfolio Lheory. If Luis
rule does not hold, then investors will be able to outperfonn the market (in the
sense of obtaining a higher Sharpe Ratio) by applying the portfolio improvement
rule, arxci if suH3cienr.1y many investors do this, stock prices will adjust Lo the point
where the CAPM becomes true.

Another way of expressing the CAPM equation is

Sharpe Ratio of Asset S == p X Sharpe Ratio of the Market PorL{o1io.6

5 Using Lhe ram dlar. Liam 5 = po-_,/0M, the equation .E "1 + g-3{5M
(E, -. r,)/u9 = p(E,,,, r/)/zr.\,, which is the expression in the Lean,

re) can be rearranged no give
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In other words, ilfeqxlilibriltm, the Sharpe'Rarirv of any asset is no higher than the
Sharpe Ratio pt due market portfolio (since p s 1). Moreover, ask¢ts having the
same correlation did! the market portfolio vdll have the same Sharpe Ratio.

The Capital Asset Pricing Model fells us dirt tO calCUlate the expected retune
of a stock, investors need know two things: the risk premium of the overall equity
market Et -- *f (assuming that equities are Me only risky assets) and the stock's
beta versus the market. The stock'S risk premium is determined by the component
of its return that is Perfectly Correlated with the market-that is, the extent to whim
the stock is a subsdtutefor investing in the market. The compoNent of the stock's
return that is uncorrelated with the Market can be diversified away and does not
command a risk premium.

The Capital Asset Pricing Model has a number of important implications. First,
perhaps the most striking ape cc of the CAPM is what the expected return of an
asset does not depend on. In particular, the expected return of a stock does not
depend on its stand-alone risk. It is true that a high beta stock will tend to have a
high stand-adone risk because a portion of a stock's stand-alone risk is determined
by its beta, but a stock need not have a high beta to have a high stand~alone risk.
A stock with high stand-alone risk therefore will only have a high expected return
to the extent that its stand-alone risk is derived from its sensitivity to the broad stock
market.

Second, beta offers a medwd of measuring the risk of an asset that cannot be
diversified away. We saw earlier that any risk measure for determining expected
returns would have to satisfy the requirement that the risk of a portfolio is the
weighted average of the risks of the holdings in the portfolio. Beta satisfies this
requirement. For example, if two stocks have market betas of 0.8 and 1.4, respec-
tively, then the market beta of a 50/50 portfolio of these stocks is 1.1, die average
of the two stock betas. Moreover, the capitalization weighted average of the market
betasof dl stocks is the beta of the market versus itselti The average stock therefore
has a market beta of 1.0.

On a graph where the risk of an asset as measured by Mm is on the horizontal
mis and return is on We vertical axis, all securities lie on a single line--the so-called
Securities Market Line shown in Figure 4. If the market is in equilibrium, all assets
must lie on this line. If not, investors will be able to improve upon the market
portfolio and obtain a higher Sharpe RatiO. In contrast, Figure 3 presented earlier
measured risk on the horizontal axis asstand-alone risk, the standard deviation of
each stock, and so stocks were scattered over the diagram. But remember that not
all of the stand-alone risk of an asset is priced into its expected return, just that
portion of its risk, po'.9, that is correlated wide the market portfolio.

Third, in the Capital Asset Pricing Model, a stock's expected serum does not
depend on the growth rate of its expected future cash flows. To rind the expected

return of a company shares, it is thus not necessary to carry out an extensive Financial

analysis of the company and to forecast its future cash flows. According to the G4PM,

all we need to know about the spediic company is the beta of its shares, a parameter

that is usually much easier to estimate than the expected future cash Hows of the Firm.
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Is the CAPM Useful?

The Capital Asset Pricing Model is an elegant lheoqz with profound implications
for asset pricing and investor behavior. But how useful is the model given the idealized
world that underlies Ir: den'vation? There are several ways w answer Iibik question. First,
we can- examine whether real wozid asset price and portfolios eonfonn no the
predictions of the model, if not in a strict quamitzixive sense, least in. a strong
qualitative sense. Second; even if the model do no: describe our current world
particularly well, it might predict funn-e investor belianrior-»for example, ea conse-
quence of capital marker frictions being lessened through financial innovation, im-
pxoved reunion Ana increasing capital marker integration. Third, the CAPM can
serve as a b(enchmsu'k for understanding the capita! market phenomena lhsnt cause
asset price and investor behavior to deviate from the praariptions of the model.

StlboptiMd Diversification
Consider the CAPM prediction that investors all will hold the Same (marker)

portfolio of risky assets. One does non have to look far to realize that investors do
not hold identical portfolios, which is not a surprise since taxes alone will cause
idiosyncratic investor behavior. For example, opdmd management of capital gains
taxes involves early realization of losses and deferral of capital gains, and so taxable
investors might reactvery differently to changes in asset values depending on when
they purchased die asset (Constantinides, 1983). Nevertheless, it will still be a positive
sign for the model if most investors hold broadly diversified portfolios. But even here
the evidence is mixed. On one hand, popular index funds make it possible for investors
to obtain diversification at low cost. On the other hand, many workers hold concen-
lxated ownership of company stock in employee retirement savings plans and many
executives hold concentrated ownership of company stock options.

One of the most puzzling examples of suboptimal diversification is the sd
l
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coi led home bias in internat ional  invest ing.  In a lmost  a l l  count r ies,  fore ign own-
crship of  assets is  low,  heart ing that  investors tend to hold predominant ly home
c o u n t r y  a s s e t s .  F o r  e x a m p l e ,  i n  2 0 ® ,  f o re i g n  o w n e rs h i p  a c c o u n t e d  f o r  o n l y
10  pe rcen t  o f  pub l i c l y  t raded  U S .  equ i t i es  and 21 percen t o f  pub l i c l y  t raded
Japanese eqtxi t ics lapanesc investor port fol ios therefore deviate signi f ieant iy f rom
the world equi ty market  port fol io:  they own the vast  majori ty of  their home country
equ i t i es ,  bu t  on l y  a  t i n?  sha re  o f  U S .  equ i t i es .  By  con t ras t ,  and  as  show n  i n
Table Ti ,  an investor holding the world equi ty market  port fol io would be invested
48 percent  in U.S.  equi t ies and only 10 percent  in Japanese equi t ies.

Why is subopt imal diversi f icat ion so pervasive? Common explanat ions are that
obtaining broad diversi f icat ion can be cost ly,  in terns of  direct  expenses and taxes,
and that investors are subject ro behavioral biases and lack of sophist icat ion. None
of theta reasons, if valid, would mean that the CL8»P1*vi is not useful. The CAPM tells
us that investors pay a price for being undiversi f ied in that they are taking risks for
which they are not  being compensated.  Thus,  there exists the potent ia l  for pore
fol io improvement ,  which in turn creates opportuni t ies for investor'  educat ion and
f inancial  innovat ion.  Indeed,  foreign ownership of  equi t ies in many count ries has
m o re  t h a n  d o u b l e d  o v e r  t h e  l a s t  2 0  y e a rs ,  m o s t  l i k e l y  d u e  t o  t h e  i n c re a s e d
avai labi l i ty of  lowcost vehicles to invest global ly anal  greater investor appreciat ion
of  the need for diversi f icat ion.  Investors today seem to he much bet ter diversi f ied

tan in decades past ,  a wand that  appears l ikely to cont inue.

Performance Measurement
One of  t he ear l i es t  app l i ca t i ons o f  t he Capi ta !  Asset  Pr i c ing Model  was to

p e r f o r m a n c e  m e a s u r e m e n t  o f  f u n d  m a n a g e r s  ( T r e v o r ,  1 9 6 5 ;  S h a r p e ,  1 9 5 6 ;
Jensen, 1968).  Consider two funds, A and B, that are actively managed in the hope
of  outperforming the market .  Suppose that  the funds obtained returns of  12 per-
cent  and 18 percent ,  respect i ve l y ,  dur ing a  per iod when the n ' sk- f ree ra te  was
5 percent  and the overa l l  market  re turned 15 percent .  Assume fur ther  t ha t  t he
standard deviat ion of  funds A and 8 were 40 percent  per annum and 30 percent
per annum,  respect ively.  Which fund had the bet ter performance?

At f i rst  glance, fund A had greater risk and a lower return than fund B, so fund
B would appear Lo have been the be t ier performing fund.  However,  we Mow f rom
the CAPM that  focus ing on s tand-a lone r i sk  i s  m is leading i f  i nvestors  can ho ld
d ivers i f i ed port fo l ios.  To draw a f i rmer conclus ion,  we need to  know how these
f unds  a re  managed '  Suppose t ha t  f und  A  cons i s t s  o f  a  h i gh»n ' sk  bu t  "marke t -
neut ra l "  port fo l i o  that  has long posi t i ons in  some shares and short  pos i t i ons in
others, did; a portfol io beta of zero. Fund 13, on the other hand, invests in selected
high beta stocks,  wi th a port fol io beta of  1.5.

I ns tead o f  i nvest i ng  i n  f unds A  and/or  B ,  i nvestors  cou ld  have he ld  corre~
spending mimicking or "benchmark" port fol ios.  For fund A,  since i ts beta is zero,
the benchmark por t f o l i o  i s  an investment  i n  t he r i sk- f ree asset ;  f o r  f und 8 ,  t he
benchmark is  a posi t ion in the market  port fo l io  leveraged l .5: l  w i th borrowing at
t he  r i sk - f ree  ra te .  The benchmark  por t f o l i os  respect i ve l y  wou ld  have re tu rned
5 percent  and 20 percent  (=  5  percent  +  1 .5  X  (15 percent  . -  5  percent ) ) .  Fund
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Reium JW: (s.D.) Bela Alpha

.Riskless 288
Market portfolio
Fund A
FUnd B

5%
15%
12%
18%

0%
20%
40%
30%

.0.0
LQ
0.o
1.5

098
0%
7%

-298

A this Outperformed its benchmark by77 percent, while fund B underperformed its
benchmark by 2 percent, as shown in Table 3.

In terms of the CAPM framework, funds .Aand 8 had alphas of 7 percent and
~2 percent, respectively, where alpha is the dl&lerence between a fund's perform
dance and that predicted given the beta of the fund. Appropriately risk acljttsted,
fund A's performance (alpha = 7 percent) exceeded that of hind .B (alpha =
-2 percent). An investor who held Me market portfoliotvould, at the margin, have
Obtained a higher return for the same risk by allocating money to fund A rather
than to fund B.7

The key idea here is that obtaining high returns by owning high beta stocks
does not take skill, since investors can passively create a high beta portfolio simply
through a leveraged position in the market portfolio. Obtaining high returns with
low beta stocks is much harder, however, since such performance cannot be
replicated with a passive strategy. Investors therefore need to assess performance
based on returns that have been appropriately risk adjusted. The CAPM provides a
clear framework for thinking about this issue.

The CAPM and Discounted Cash Flow Analysis
According to the CAPM, the appropriate discount rate for valuing the ex-

pected future cash flows of a company or of a new investment project is determined
by the risk-free rate, die market risk premium and the beta versus the market of the
company or project. Accuracy in estimating these parameters matters greatly for
real world decisionmaking since, for long-dated cash flows, an error in the discount
rate is magnified manifold when calculating the net present value.

Beta is usually estimated with use of linear regression analysis applied to historical
stock market returns data. Beta can in many circ umstances be accluately measured this
way even over a relatively short period of time, provided that there is swflicient
high-frequency data. When the company or project being valued is not publicly traded
or there is no relevant return history, it is customary to infer beta from comparable
entities whose betas can be estimated. But measurement issues can arise even if die
availability of market returns data is not an issue, for example when the covariance with

'This assumes Lhat the beta of' Lhe overallportfolio is held constant-by holding more of the market
portfolio if money is allocated coFund A and less of the marker portfolio if money is allocated xo Fund B.

i
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dm marker; is time varying and when local stock market indexes are used asproxies for
Lhe broad market pormfelio because Lhe Lauer is not well specified.

The hardest of all parameters to estimate is usufdly the market risk premiwn.
The hisuarical risk premium is estimated from the average: of past xecurns and,
unlike varianeereiared measures like beta, average returns are very sensitive Lo the
beginning and ending level of stock prices. The risk premium must therefore be
measured over long periods of Lime. and even this may not be sufficient if the risk
premium wries over mc.

None of these measurement questions poses a problem for the CAPM per se,
however. The market risk premium is common co all modelsof cashHow miuarion,
and its estimation needs to be performed regardless of the difficulty et the task.
Provided than the CAPM is the "right" model, beta too needs to be esniznated,
irrespective of difficulty.

Extensions of the GAPM
The Capital Asset Pricing Model has been extended in a variety of ways. Some of

the bcsoknown extensions include allowing heterogonous beliefs (Linger, 1969; Mer-
ton, 1987); eliminating the possibility of rislfrce lending and borrowing (Black, 1972) ;
having some assets be nonmarketable (lwfayers, 1973); allowing for multiple mc
periods and investment opportunities that change from one period to the next
(Merton, 1973; Breeder, 1979); extensions to international investing (Solnik, 1974;
Stutz, 1981; Adler and Dumas, 1983); and employing weaker assumptions by relying on
arbitrage pricing (Ross, 1976). In most extensions of the CAPM, no single portfolio of
risky assets is optimal for everyone. Rather, investors rotate their wealth diilerendally
among several risky portfolios, which across all investors aggregate to the market
portfolio.

To illustrate, consider Lhe International Capital Asset Pricing Model. This
model takes into account that investors have consumption needs particular to the
country in which they are resident. Thus, British investors will worry about the
pxxrchasing power of pounds while American investors worry about the purchasing
power of dollars, which means that Bn'6sb. and American investors will differently
assess the incremental contribution that any particWat asset makes to portfolio risk.
As a result, they will hold somewhat different portfolios In the basic CAPM,
investors care about only one risk factor--the overall market. In this international
version of the model, they are also concerned about real currency fluctuations. This
insight leads to a model of expected returns involving not only the beta of an asset
versus the overall market, but also the betas of the asset versus currency movements
and any other :risk that is viewed diilerendy by different investor segments.

Almost all variants of the CAPM have a multi~beta expression for expected

s Brush inv>tors who own American assets will lxeclge a porzian of their real pound./dollar exchange
role exposure by borrowing in dollars and lending in pounds, and American investors who own Brinish
assets will hedge a portion of Lheir real dollar/pound exchange roLe exposure by borrowing in pounds
and lending in dollars. British and American investors Linus will lend to and `borrc»w from each other, and
Lhey will have oppasiu: exposures Lo the dollar/pound exchange role.
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rettim. They are derived! from the Same basic noliOnsi 1) investors will Hold
portfolios .that are optimized given :heir specific needs constraints and risk pirgii .
érérlccs; 2) 'm equilibrium, asset prices reflect these demands; and 3) assets with
high expected returns are those that are correlated with any risk that' a significant
group of investors has been unable to eliminate from their portfolios.

Whether the basic CAPM or one of its multifactor extensions is the "correct"
model of asset prices is ultimately an emptied question, one that is discussed in
derail by Fauna and French in their companion paper in thisjournal. Inidaltests of
the GA1?m.bv Black, _Densen and StholeS (1972) and ems and (1978)
supported the theory iN that high beta. stocks were found to have iiaxlf. higher
returns than low beta stocks. However, the relationship Between beta and average
returns was not as steep as' indicted by the theoretical Securities' Market Line..

Since' this early work, a vast body of research has looked for additiOnal riskf
factors that affect expiated returns. Most notably, Fame and French (l992).End
that adding "value" factor and a "du" factor (in addition to the overall market)
greatly improves upon the explanatory power of the CAPM. The pervasiveness of
these findings 'm follow-up research across time and other countries provides strong
evidence that more than one systematic risk factor is at work in determining asset
prices. However, the value and size factors are not explicitly about risk; at best, they
are proxies for risk. For example, size per se cannot be a risk factor that affects
expected returns, since small firms would then simply combine no form large finras.
Another criticism of the Fame~French Endings is that thdr value ehlectis based on
giving equal weight to small and large companies and is much stronger than
observed in capitalization-weighted value indexes. Until the Iislts that underlie the
Fame-French factors are identified, the forecast Power of their model will be in
doubt and the applications will be limited.

Conclusion

The Capital Asset Pricing Model is a fundamental contribution Lo our under-
standing of :he determinants of asset prices. The CAPM tells us that ownership of
assets by diversified investors lowers their expected returns and raises their prices.
Moreover, investors who hold undiversified pordolios are likely to be taking risks
for which they are not being rewarded. As a result of the model, and despite its
mixed empirical performance, we now think differently about the relationship
between expected returns and risk; we think differently about how investors should
allocate their investment portfolios; and we think differently about questions such
as performance measurement and capital budgeting.

I thank josh Cioval, Mihir Desai, Craig French, Ken Froot, m Hines, Eton Kohlberg,
AdamPerold, Melissa Perold, Andrei Shlezfen Bill 5havjne, René Stull, Timothy Taylor, Luis
Victim and Michael Waldman for helpful dzlscwsians and comments.
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SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571 I

UNSG 2.37 Does Mr. Rigsby believe that an increase in investor risk aversion implies
a corresponding increase in investor risk premiums for riskier securities?
If the answer is no, please explain.

Response:

Yes.

Respondent: Bill Rigsby

Witness: Bill Rigsby

\
45 EXHlBIT

lAv1s6~ 35



DATA REQUEST PACKET NO. 2

Staffs Responses to UNS Gas' Data Requests:

UNSG 2.28
UNSG 2.36
UNSG 2.43
UNSG 2.44
UNSG 3.78
UNSG 3.83
UNSG 3.84

UNSG 3.88
UNSG 3.92
UNSG 3.95
UNSG 3.98
UNSG 3. 102
UNSG 3.103
UNSG 3. 104
UNSG 3.105
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF"S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.28 On page 14 of Mr. Parcell's Direct Testimony, he states "Rather, it more properly
reflects an "availability of capital" since investors have been unwilling to invest in
any assets other than U.S. Treasury Bonds." Please explain the term "availability
of capital" as it is being used in this sentence.

RESPONSE: The term "availability of capital" as used here, refers to the fact that during
the past several months there has been a dramatic reduction in the stock
market levels and a decline in capital available for lending by banks and
other types of financial institutions. The lack of available capital is a
primary reason for the actions of the Federal Reserve, U.S. Congress, and the
U.S. Administration in formulating the extraordinary stimulus and financial
policies over the past several months.

RESPONDENT: DAVID PARCELL

WITNESS: DAVID PARCELL
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.36 Regarding David C. Parcell's pre-filed Direct Testimony at page 38, what does
Mr. Parcel] believe the relationship to be between access to credit and the cost of
common equity. Specifically:
a. Does Mr. Parcell believe there is a relationship between cost of common

equity and access to credit? If the answer is no,, then please explain why
not. If the answer is yes, then please explain what Mr. Parcell believes the
relationship to be.

Does Mr. Parcel! agree that access to credit was compromised during the
time when, as he puts it, "the United States and global financial markets
have been in turmoil"'?

Does Mr. Purcell agree that entities both regulated and unregulated were
seeldng access to credit at a time when, as he puts it, "global credit
markets [were] virtually coming to a standsdll"?

d. Does Mr. Purcell agree that UNS Gas had the responsibility to ensure safe,
reliable and adequate service regardless of the credit turmoil and to
provide, as he puts it, "a product with no real substitutes"'?

e. Does Mr. Purcell believe that Demand-Side Management programs for
UNS Gas are non-productive since "consumers can do little to control the
amount [of natural gas] they use"?

RESPONSE:
a.

b.

Mr. Purcell does believe there is a relationship between a company's
risk/expected returns and access to credit. There could be some
relationship between cost of capital and access to credit, but these are
different concepts in the context of Mr. Parcell's testimony on this
point.

Yes, in general.
utilities.

However, the access is likely less for regulated

c.

d.

e.

Yes, in general. See ahoresponse to b.

He agrees with this.

Objection, this question mischaracterizes Mr. Purcell's testimony.
Without waiving the objection, the following response is provided: No,
this is not what Mr. Purcell is maintaining.

DAVID PARCELLRESPONDENT:

WITNESS: DAVID PARCELL

b.

c.
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.43 Does Mr. Parcel] agree that, according to his own FVROR analysis, a return on
the Fair Value Increment of 2.5 percent is reasonable? If not, state why not.

RESPONSE: Yes, along with a 0 percent return being reasonable.

D A VID  PA R C EL LRESPUNDENT:

WITNESS: DAVID PARCELL

I
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ARIZONA CORPORATION COMMIS SION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
SECOND SET OF DATA REQUESTS

July 1, 2009

UNSG 2.44 Do investors expect real (i.e. non-inflation) growth in their investment? If not,
explain why not.

RESPONSE: Mr. Purcell believes this to be the case.

RESPONDENT: DAVID PARCELL

WITNESS: DAVID PARCELL

\
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ARIZONA CORPORATION COMMIS SION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.78 Please provide spreadsheets and workpapers that support Staffs analysis of UNS
Gas' ability to earn the cost of equity recommended by Mr. Purcell. If no such
supporting materials are available, please explain.

RESPONSE: Mr. Parnell does not address the future earnings of UNS Gas. His analyses
address the cost of capital for the Company.

RESPONDENT: DAVID c. PARCELL

WITNESS : DAVID c. PARCELL
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ARIZONA CORPORATION COMMISSION
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.83 On page 4, lines 3-5, of Mr. Purcell's Direct Testimony, he states that "...there is
no justification for increasing UNS Gas' profit level as (sic) the same time that
virtually all of its customers has (sic) suffering from lower incomes/profits."

Is it Mr. Parcell's position that no rate increase whatsoever should be
granted to UNS Gas, regardless of the Company's cost of service?
Is it Mr. Purcell's position that some portion of the rate increase that UNS
Gas would be entitled to under traditional cost-of-service ratemaking
should be denied by the Commission in this case? Please explain.
If the answer to part (b) is yes, what percent or dollar amount of discount
would satisfy Mr. Parcell's concerns, and how would such a discount be
consistent with the Hope and Bluefield court cases cited in Mr. Purcell's
Direct Testimony?

RESPONSE:
a.

b.

Objection, this data response mischaracterizes Mr . Purcell's
testimony. Without waiving the objection, No.
Objection, this data response mischaracterizes Mr . Purcell's
testimony. Without waiving the objection, No. Mr. Parcell is
maintaining that UNS Gas' cost of equity for ratemaking purposes
has not increased.
N/A

<~
l c.

RESPONDENT: DAVID c. PARCELL; ROBIN MITCHELL

WITNESS : DAVID c. PARCELL

(
\

a.

b.

c.
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08~0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

\

UNSG 3.84 On page 5, lines 9-10, of Mr. Purcell's Direct Testimony, he states that
"Technically, "fair rate of return" is a legal and accounting concept that refers to
an ex post (after the fact) earned return on an asset base..." Does Mr. Parnell
believe that the earned returns on equity recorded by UNS Gas in recent years
represent fair returns on equity? Please explain in light of the authorized returns
on equity granted in previous UNS Gas rate cases.

RESPONSE: Not necessarily. It should be noted that UNS Gas was subject to a rate freeze
for several years after the purchase of Citizens' gas operations in Arizona.

RESPONDENT: DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

\
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-042044-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.88 On page 13, lines 5-7, of Mr. Parcell's Direct Testimony, he makes reference to a
0.1% rate of inflation in 2008, and states that "This is indicative of virtually no
inflation, which should also be reflective of lower capital costs."
a. By "capital costs" is Mr. Parnell referring to the cost of capital?
b. Does Mr. Purcell believe that the cost of capital is more influenced by (i)

the current rate of inflation or (ii) the expected future rate of inflation?
Please explain.
Does Mr. Parcels believe that the expected future rate of inflation, over a
long investment horizon such as 20 years, is presently anywhere close to
0.1%? If the answer is no, what is Mr. Parcell's best estimate of long-term
expected inflation?

RESPONSE:

a.

b.

c.

Mr. Purcell is referring to both.

Both.

No. Mr. Purcell does not forecast long-term expected inflation.

RESPONDENT: DAVID c. PARCELL

WITNESS : DAVID c. PARCELL

c.
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UNSG 3.92

a.

Regarding the discussion of investor expectations appearing on page 26, lines 9-
17, of Mr. Pa1°cell's Direct Testimony:

Does Mr. Parcell agree that two investors could have identical
expectations of future dividends and earnings, yet reach different
conclusions regarding valuation of a stock due to different perceptions of
risk or different tolerances for bearing risk? If the answer is no, please
explain.
Does Mr. Parcell agree that stock price declines can be produced by
changing perceptions of risk or changes in investor risk aversion, even if
future expectations of dividends and earnings have not changed? If the
answer is no, please explain.

b.

RESPONSE:
a. Yes, in part.

conclusions.
Other factors could also play a role in the different

b. Yes, but in the recent several months, it is widely believed that the
financial crisis and recession are largely responsible for the declines in
stock prices.

RESPONDENT : DAVID C. PARCELL

WITNESS : DAVID c. PARCELL
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July 7, 2009

UNSG 3.95 Regarding the five points raised by Mr. Parcell in support of his assertion that the
cost of capital has not increased for UNS Gas, which appear on pages 38-40 of his
Direct Testimony:

As to the first point, please explain in detail how UNS Gas is "partially, if
not largely, insulated from the impacts of depressed economic conditions."
Has  Mr .  Pa rcel]  examined the sa les  levels  of  UNS Gas  s ince the
"depressed financial conditions and financial crisis" arrived in late 2008?
If so, please provide any analysis performed along with the conclusions
reached.

a.

d.

e.

f.

If the "availability of capital" has been reduced, as discussed on page 14,
lines 24-25 of his Direct Testimony, please explain how UNS Gas would
be "insulated" from this problem.

As to the second point, please explain in detail how depressed profits in a
recession cause a decreased in "capital costs."

i. In this context, does Mr. Parcell equate "capital cost" with the "cost of
capital"? Please explain.

As to the third point, is it Mr. Parcell's position that the Commission
should ignore any increases to UNS Gas' cost of capital for purposes of
setting rates in this proceeding, even if such increase is demonstrated and
amply supported through evidence presented in this proceeding? Please
explain.

As to the fourth point, does Mr. Parcell agree that an increase in the
market price of risk (i.e., increase in investor risk aversion) can result in an
increase in the cost of capital to a firm, even if that firm's risk profile has
not changed? If the answer is no, please explain.

As to the fifth point, how would it be "counter-productive" to claim that
UNS Gas should have a higher return at this time?

To whom would it be "counter-productive," and in what sense?g.

RESPONSE:

a. UNS Gas provides a service for which there are limited substitutes, at
least in the short term. In addition, there are limited opportunities for
substantially reducing the usage of natural gas. This is in contrast to
the services or products sold by many unregulated firms.

He has not.b.

b.

C.
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c. Objection, this data request misstates Mr. Purcell's testimony. Mr.
Parcell did not claim that UNS Gas is insulated from the "availability
of capital" concept he cited in his testimony. On the other hand, Mr.
Parcell observes that UNS Gas has raised new debt capital in recent
months.

d. Decreased profits in a recession reflect a decline in the opportunity
cost - the returns available from alternative investments.

e. Mr. Purcell believes that any actual costs, including capital costs,
should be considered by the Commission for inclusion in rates.

f.

g.

Mr. Purcell believes such a situation is not the facts at this time.

It would be counter productive to use the existence of governmental
efforts to reduce the cost of capital as an excuse to increase the cost of
equity for a regulated utility.

RESPONDENT: DAVID c. PARCELL

WITNESS : DAVID c. PARCELL
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UNSG 3.98 Regarding the statement on page 40, lines 14-15, of Mr. Parcell's Direct
Testimony, when does Mr. Purcell expect UNS Gas to earn his cost of capital
recommendation? Please provide any supporting analyses.

RESPONSE: Objection, Staff is not required to provide such calculations. Such
calculations are within the control of the Company. Mr. Parcell has not
addressed UNS Gas' projected earnings.

RESP ONDENT : DAVID c. PARCELL

WITNESS : DAVID c. PARCELL

(
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I

UNSG 3.102 On page 45, lines 7-9, of his Direct Testimony, Mr. Purcell describes the
calculation used to derive the FVROR for Chaparral City Water Company in
Decision No. 70441 .

Why did Mr. Purcell not recommend a similar calculation in this
proceeding?
Does Mr. Parcell believe that the approach adopted by the Commission in
Decision No. 70441 somehow result in unjust and unreasonable rates? If
the answer is yes, please explain.
Is Mr. Parcell aware of the position taken by Staff on the calculation of
FVROR in their Direct Testimony in Docket No. W-02113A-07-0551
involving Chaparral City Water Company? If yes, please explain why
both of the approaches presented by Staff were rejected by Mr. Parcell in
this UNS Gas rate proceeding.

RESPONSE:
a.

b.

c.

Mr. Parcell believes that the FVROR calculation that he is
recommending in the current proceeding, which is the same FVROR
procedure he recommended in the Chaparral proceeding, is a viable
procedure and has not been ruled out by the Commission as a viable
procedure.

Mr. Parcel] has not examined the reasonableness of the procedure
cited, as it pertains to UNS Gas.

Yes. Mr. Parcell has not rejected any procedure. Rather, he is
recommending the procedure he has previously advocated and that he
continues to support.

RESPONDENT : DAVID c. PARCELL

WITNESS : DAVID c. PARCELL

\

b.

a.

c.
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UNSG 3.103 Did Mr. Parcell or any other Staff witness conduct any review or analysis to
confirm whether UNS Gas' original cost rate base matches UNS Gas'
capitalization, as suggested by Mr. Parcels on page 46, lines 10-15, of his Direct
Testimony? If so, please provide the results of such review or analysis.

RESPONSE: Mr. Purcell uses the same capital structure proposed by the Company. Mr.
Purcell does not address the level of original cost rate base.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

<
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('

UNSG 3.104 On page 47, lines 3-6, of his Direct Testimony, Mr. Parcell states that
" ...financial theory indicates that investors should be provided an opportunity to
earn a return on the capital they provided to the utility. Since the capital finances
the rate base (in an original cost world), the link between cost of capital and rate
base satisfies this financial objective."
a. By this statement, does Mr. Parcell mean that so long as the cost of capital

is applied to original cost rate base, a utility such as UNS Gas will be
automatically provided with an opportunity to earn a reasonable return on
capital? Please explain.
How might an extended period of regulatory lag (i.e., the period between
test year and the effective date of new rates), coupled with the use of an
historical original cost rate base, affect a utility's opportunity to am its
cost of capital?
Does Mr. Parnell agree that a utility experiencing growth in its original
cost rate base and is subject to significant regulatory lag will have a
capitalization that exceeds its original cost rate base as last determined for
raternaldng purposes? If the answer is no, please explain. If the answer is
yes, please explain how the financial theory described on page 47 of his
Direct Testimony serves to provide the utility with an opportunity to cam
a reasonable return on its capital.

RESPONSE:

a.

b.

c.

Mr. Parcell believes that the traditional regulatory process, which has
been used for at least fifty years, is a tried and accepted procedure
and has resulted in utility rates that satisfy the legal and financial
criteria for a fair return. There are no guarantees of profits for
utilities, or other types of enterprises.

This could have an impact, along with other factors.

It may, other things being the same.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

4

I

b.

c.
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UNSG 3.105 Please confirm that the calculation shown in the table on page 48 of Mr. Parnell's
Direct Testimony is mathematically equivalent to assigning a zero weighting to
fair value rate base for purposes of setting rates. If the answer is no, please
explain.

RESPONSE: Yes.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

109
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1

2

3
I

l
I

I

si 4

5

6

7

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100%, or a bit higher, is fully adequate to maintain

the utility's financial stability. On the other hand, a market price of a utility's common

stock that is 150 percent or more above the stock's book value is indicative of earnings

that exceed the utility's reasonable cost of capital. Thus, actual or projected earnings do

not directly translate into a utility's reasonable cost of equity. Rather, they must be

viewed in relation to the market-to-book ratios of the utility's common stock.8

9

10

11

12

My 9.5 percent to 10.5 percent CE recommendation is not designed to result in market-to-

book ratios as low as 1.0 for APS. Rather, it is based on current market conditions and the

proposition that ratepayers should not be required to pay rates based on earnings levels

that result in excessive market-to-book ratios.13

14

15

16

XI.

Q-

A.

RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three Cost of Equity analyses.

My three methodologies produce the following:

l
i

17

18
19
20
21
22

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

9.5-11.0%
8.8~9.1%

9.5-10.5%

23 Q- What is your Cost of Equity recommendation for APS?

2.4 A.

25

26

27

28

I recommend a cost of equity of 9.0 percent to 11.0 percent for APS. This reflects each of

my three cost of equity model results. Within this range, I recommend an 11.0 percent

level, or slightly above the return on equity approved for APS in the Company's last rate

proceeding. Even though a lower cost of equity (e.g., the mid-point of my 9.0 percent to

11.0 percent range) could be justified, my 11.0 percent recommendation reflects Staffs
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1

2

desire to aid APS in its efforts to attract oaptitol investment, as cited in the testimony of

Staff witness Johnson.

3

4 Q-

S

6 A.

7

8

9

10

Please explain how the recent and current economic and financial crisis impacts the

Cost of Equity for APS.

It is well chronicled that, over the past year and especially over the past few months, the

United States and global financial markets have been in turmoil. The impacts of this have

been far-reaching and extreme, with global credit markets virtually coming to a standstill.

This crisis and its impact, however, do not imply that thecost of equity for electric utilities

such as APS has increased. say this for the following reasons.

11

12 First, it must be emphasized that depressed economic conditions and the financial crisis

13 affects v irtually all sectors of the economy households, small businesses, larger

14 commercial and industrials ... and, in most cases, the impact is greater than is the case for

APS. APS is a regulated utility that sells a product that has no read substitutes and is a

product that consumers can do little to control the amount they use. As such, APS and

utilities are partially, if not largely, insulated from the impacts of depressed economic

conditions.

15

16

17

18

19

20

21

22

23

24

Second, if a recession is a significant one, the major impact will be to depress the profits

of most enterprises. As a result, it is to be expected that capital costs will decrease if a

significant recession occurs. There is no justification for increasing the profit level of a

regulated utility such as APS at the same time that other enterprises are experiencing

lower profits.
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I

i

I

Third, even if APS were to incur higher costs of debt and/or other capital costs, these costs

can be passed along to ratepayers at the next rate proceeding. Unregulated firms cannot

do this

Fourth. there is no indication that APS' risks have increased since its last rate proceeding

TheCompany's debt ratings have remained the same, indicating an objective assessment

by the rating agencies that there is no significant change in APS' credit quality. Absent a

demonstration that APS' risks have increased, there is no justification for increasing its

cost of equity

Fifth, the United States and global governments have and are taking extraordinary

measures to avoid a further worsening of the current market turmoil. Most of these

measures are designed to put liquidity into the credit markets and make credit more

accessible again and, in the process, restore more confidence to the financial markets. All

of these measures are clearly designed to lower the cost of capital. In Mis enviroment, it

would be counter-productive. to mice any claim that APS should have a higher return at

this time due to the above-cited market turmoil

19

20

XII. TOTAL COST OF CAPITAL

What is the total Cost of Capital for APS?Q

I

Schedule l reflects the total cost of capital for the Company using APS's proposed capital

structure and cost of debt along with the range of common equity costs my analyses

support. The resulting total cost of capital is a range of 7.51 percent to 8.58 percent. I

recommend that a 8.58 percent total cost of capital be established for APS
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1 XI. RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three cost of equity analyses.

M y threemethodologies produce the following:

Discounted Cash Flow

Capital Asset Pricing Model

Comparable Earnings

9.5-10.5%

9.5-9.8%

10.0-10.5%

My overall conclusion from these results is a reasonable range of 9.5 percent to 10.5

percent, which focuses on the respective individual model findings.

The mid-point of this range is 10.0 percent, which is applicable to the proxy companies.

However, this 10.0 percent mid-point is not applicable to TEP, which has higher risk and

thus a lower cost of capital than the proxy group companies. This higher risk is due to the

following:

•

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

•

Lower bond ratings of TEP versus the bond ratings of the proxy compares,

and,

Lower equity ratio, and thus higher financial risk, for TEP versus the proxy

companies.

23

A.

I recommend a cost of equity at the upper end of this range, or 10.25 percent for TEP, to

recognize dlese differences.
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23
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7

3

2

5

4

9

l

6

Mr. Parcels, I'm going to read you

a question that was asked by somebody in that case -~ it

might have been Mr. Grant -- and then read you your

And then l'm going to ask if you would still

agree with that answer today.

Your Honor, we have handed out a page

that has been marked as UNSG-34, and that is a one-page

excerpt from the transcript of the APS case.

Q.

answer

why you pick a comparison group?"

And then the answer after a short discussion of

for an exhibit?

And are you the same David Parcels that testified

in the recent ANS rate case?

2003 by s8 p.

the lunch hour was, "You want a grouping that has similar

risk and therefore a similar expected cost of capital to

the subject company.

A .

Q

A .

Q

A .

MR. sAgo :

MR. SABO :

ACALJ NODES :

And the question is:

BY MR. SABO:

Thank you.

Sure .

Indeed I am.

Would you still agree with that today?

Yes.

And, Your Honor, could I have a moment

ll

4/24/2007
Vol. VI
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"Mr. Parcels, explain to me
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SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571)

UNSG 2.25 Regarding Calculation 3 appearing on page 2 of Schedule D attached to
Mr. Smith's Direct Testimony:

Does Mr. Smith agree that the methodology used in Calculation 3 is
mathematically equivalent to a zero weighting of FVRB in the
determination of revenue requirement? If the answer is no, please
explain.

Please verify that the only difference between (i) the $803,000
overall revenue requirement determined on an original cost basis
on page 1 of Schedule A attached to Mr. Smith's Direct Testimony
and (ii) the $800,000 overall revenue requirement determined using
Calculation 3 on page 2 of Schedule A attached to Mr. Smith's
Direct Testimony, is due to the rounding of decimal places in the
calculation of such amounts. If RUCO cannot verify this, please
explain why.

Please explain why the revenue requirement for Calculation 3 was
evaluated as being "too low" on page 2 of Schedule A attached to
Mr. Smith's Direct Testimony. Please provide all analyses
supporting this conclusion.

Response:

Mr. Smith agrees that the methodology used in Calculation 3
could be viewed as mathematically equivalent to a zero
weighting of FVRB in the determination of revenue requirement
and believes this method is nevertheless appropriate for
Commission consideration based on the underlying support by
appropriate economic, financial and ratemaking principles, which
include that the FVRB increment is not financed with any debt or
equity capital on the utility's books, and thus could be viewed for
ratemaking purposes as being supported entirely by zero-cost
capital. The economic and financial logic supporting the application
of a zero cost rate to the FV increment of the capital structure
includes the following: the weighted average cost of capital is
conceptually suited to apply to an OCRB, the OCRB is based
largely on amounts recorded on the utility's books, the OCRB is
financed with debt and equity that are recorded on the utility's
books, the difference between the FVRB and the OCRB has not

a.

b.

c.

a.
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UNS 2.25 (Continued)

been financed by any identifiable debt or equity capital on the
utility's books, rate base elements that are supported by zero cost
capital typically do not earn a return since there is no investment by
the utility and allowing a return could thus produce windfall profits.
In other words, as shown on Attachment RCS-2, Schedule D, filed
with Mr. Smith's direct testimony, the weighted average cost of
capital developed for the application to the OCRB under Calculation
3 is appropriately adjusted for application to a FVRB by
recalculating the capital structure ratios and assigning a zero
financing cost to the FV Increment, which is not supported by debt
and equity on the utility's books. Additional explanation of the
support for this method, from a financial perspective, has been
presented in the direct and surrebuttal testimony of David Parnell,
who presented testimony on behalf of the Commission Staff in the
Chaparral City remand case, Docket No. W-02113A-04-0616.

Applying a zero cost of capital to the FV rate base increment that is
not financed with any debt or equity capital that has been recorded
on the utility's books could be formulated in the context of an
algebraic formulation that produces a required net operating
income amount presenting the same result as applying the WACC
to OCRB. The reason for differences between the required net
operating income result under these two approaches is attributable
to rounding and Mr. Smith believes this method is nevertheless
appropriate for Commission consideration based on the underlying
support by appropriate economic, financial and ratemaking
principles, as described in the response to part a.

Based on the application of informed judgment, the result of
Calculation 3 would have produced a rate increase that was slightly
below the OCRB-revenue requirement, which did not seem to be
appropriate in the context of the current UNSG rate case, given the
OcRB-based revenue requirement and the results of the other
FVROR based methods. The four FVROR methods on Schedule
A, as well as the OCRB-based result, have been presented for the
Commission's informed consideration, given the analytical
framework addressed in Decision No. 70441 and that has been
under further development on a case-by-case basis.

b.

c.
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Respondent: Ralph C. Smith

Witness: Ralph C. Smith

30



SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571)

UNSG 2.48 Does Mr. Smith believe that UNS Gas will actually be able to earn the
8.61% authorized return on equity proposed by RUCO? Please explain
and provide any supporting analyses for this conclusion.

Response:

Mr. Smith has applied the rate of return on OCRB recommended by
RUCO Witness Rigsby. Whether UNSG will earn a rate of return that is
authorized by a regulatory commission is dependent upon numerous
factors including management decisions occurring after the test year and
the impact of items that are not considered for rate raking purposes.

Respondent: Ralph C. Smith

Witness: Ralph C. Smith
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UNSG 2.55 In the UNS Gas case filed July 13, 2006, RUCO Witness Ms. Diaz-Cortez
presented a Schedule MDC-1, which she said demonstrated that UNS
Gas customers do not exhibit the level of extreme seasonality that would
justify a departure from the traditional residential annualization approach.
This exhibit was referenced in Decision No. 70011. Were Ms. Diaz-
Cortez's conclusions - which were in part the basis for the Commission's
acceptance of the traditional approach and rejection of UNS Gas'
approach - incorrect or faulty? Why or why not?

Response:

Mr. Smith is unsure what the RUCO Witness in the prior case meant by
extreme seasonality. He is aware that in the prior UNSG rate case both
RUCO (Witness Diaz Cortez) and Staff (Witness Ralph Smith) used an
annualization calculation that was based on December, which was
referred to as the "traditional approach". In the current case, Mr. Smith
has reversed UNSG's proposed annualization which was based on June
results for the reasons explained in his testimony, including that UNSG
proposed to decrease test year revenue when customer growth has been
occurring year-over-year including the test year. Year-over-year customer
growth should generally equate to increased base rate revenues, other
things being equal. Mr. Smith is reviewing the Staff calculation of
annualized revenue in the current UNSG rate case, which uses December
as the basis for the annualization, similar to the "traditional" annualization
calculation that was accepted in Docket No. G-04204A-06-0463 as a
potential alternative to using test year as-recorded revenue in order to
appropriately account for customer growth in the test year.

Respondent: Ralph Smith

Witness: Ralph C. Smith
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UNSG 3.2 Arizona Administrative Code R14-2-l03.A.3.l defines "prudently invested" as

"Investments which under ordinary circumstances would be deemed reasonable

and not dishonest or obviously wasteful. All investments shall be presumed to

have been prudently made, and such presumptions may be set aside only by clear

and convincing evidence that such investments were imprudent, when viewed in

the light of all relevant conditions known or which in the exercise of reasonable

judgment should have been known, at the time such investments were made."

Under this standard, does RUCO believe that die projects included within UNS

Gas' requested Post Test Year Non-Revenue Producing Plant are prudently

invested? If the answer is no, please specify each project that is not prudently

invested and explain why.

RESPONSE:

RUCO has not conducted a prudence evaluation of UNSG's post test year plant in the

current UNSG rate case and thus cannot opinion as to whether UNSG's request would pass

muster under a prudence investigation. RUCO is not aware of any facts in the current

UNSG rate case that would demonstrate that the post test year plant was imprudent, and

RUCO witness Smith has recommended the removal of UNSG's request for post test year

plant not on grounds that it was imprudent but rather for the reasons described in his

testimony. For a number of reasons, including the following, RUCO does not support UNS

Gas' request for rate base inclusion of CWIP/post test year plant in the current case:

1) Inclusion of CWIP/post test year plant in rate base is an exception to the

Commission's normal practice, and UNS Gas has not made a convincing

showing of why it requires such an exceptional ratemaking treatment.

3
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UNSG 3.2 (Continued)

2) The CWIP/post test year plant was not in service at the end of the test

year. As of June 30, 2008, the construction projects were not serving

customers.

3) The Company has not demonstrated that its June 30, 2008 CWIP balance

was for non-revenue producing and non-expense reducing plant. Much of the

construction appears to be for mains and services and transportation

equipment which can be related to serving customer growth, and/or ear

reduce expenses for maintenance.

4) Revenues have not been extended beyond the test year to correspond with

customer growth. Hence, including the investment in rate base, without

recognizing the continued customer growth that it supports, would be

imbalanced. Similarly, expenses have not been reduced for reduced

maintenance that  could result  a f ter the test  year f rom the new or

replacement plant that was placed into service after the end of the test year;

consequently, it would be imbalanced to include the plant but no expense

reductions.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571)

UNSG 3.13 Please refer to the Direct Testimony of Ralph C. Smith, page 25, line 25, where

Mr. Smith argues against "rote application" of the customer annualization method

approved by the Commission in UNS Gas' last rate case. Does Mr. Smith also

agree that there should not be "rote application" of the Commission's previous

determinations in that case concerning post test year plant, customer advances,

and incentive compensation?

RESPONSE:

Yes, Mr. Smith recommends that the facts and circumstances in each case be reviewed and

considered. His testimony on the customer annualization highlighted that the Company's

calculation produced a decrease in test year revenue when UNSG had been experiencing a

trend of year-over-year customer growth continuing through the test year, thus the

reduction to test year revenue was unreasonable. The facts in the current rate case, and

the result of the calculation differ from the prior UNSG rate case. Mr. Smith believes that

the facts of the current UNSG rate case concerning post test year plant, customer advances

and incentive compensation warrant adjustments that are similar in concept to the

Commission's findings in the prior UNSG rate case for the reasons explained in his

testimony.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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a.

b.

h.

UNSG 3.16 Assume that the prudent total compensation for utility employee X is $50,000,

exclusive of health insurance.

What incentives are created by paying the full $50,000 as straight salary?

What incentives are created by paying $10,000 as a potential bonus for

meeting customer service goals, and $40,000 as straight salary?

What incentives are created by paying $10,000 as a potential bonus for

meeting customer service goals, $5,000 as a stock-based compensation

and $35,000 as straight salary?

Which compensation structure (a, b or c) is most beneficial to ratepayers?

Why?

Under Mr. Smith's proposals in this case, under compensation structure a,

what amount of expense would be reflected in revenue requirement?

Under Mr. Smith's proposals in this case, under compensation structure b,

what amount of expense would be reflected in revenue requirement?

Under Mr. Smith's proposals in this case, under compensation structure c,

what amount of expense would be reflected in revenue requirement?

Which compensation structure allowed the utility the greatest amount of

expense reflected in revenue requirement? Is that compensation structure

the same as the structure identified in response to sub-part d? If not, why

is that an optimal result as a matter of regulatory policy?

Does RUCO believe that the total compensation to UNS Gas employees in

the test year was unreasonable? If so, please provide the basis for that

belief and all supporting materials.

i.

c.

d.

e.

f.

g.
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UNSG 3.16 (Continued)

RESPONSE: a. This would depend on the way an individual employee viewed his/her job.

Presumably the incentives of any pay structure include showing up for work

on time and performing competently and diligently in fulfilling the job

requirements.

b. The request is phrased in a manner to presume that the bonus might

ineent the affected employee to work harder to meet the customer service

goal.

c. The request is phrased in a manner to presume that the bonus might

incept the affected employee to work harder to meet the customer service

goal, and to make management decisions to try to keep the earnings up and

the stock price high, to the extent that such actions would produce more

value for the employee in the form of the stock based compensation

component.

d. If Mr. Smith's recommendations were adopted, the "c" hypothetical.

e. Assuming the entire amount was charged to expense and none was

capitalized or charged to non-expense accounts or to non-utility activities or

other affiliates, $50,000, unless any was for SERP, in which case the SERP

expense would be removed.

f. Assuming the entire amount was charged to expense and none was

capitalized or charged to non-expense accounts or to non-utility activities or

other affiliates, $45,000, unless any was for SERP, in which case the SERP

expense would be removed. The $45,000 is based on removing one-half of the
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UNSG 3.16 (Continued)

incentive compensation expense to reflect the 50/50 sharing that the

Commission has adopted in several recent rate case decisions.

g. Assuming the entire amount was charged to expense and none was

capitalized or charged to non-expense accounts or to non-utility activities or

other affiliates, $40,000, unless any was for SERP, in which case the SERP

expense would be removed. The $40,000 is based on removing one-half of the

incentive compensation expense to reflect the 50/50 sharing that the

Commission has adopted in several recent rate case decisions, and removing

the expense for the stock based compensation.

h. The "a" hypothetical. No. The "c" hypothetical appears to represent an

optimal result as a matter of regulatory policy as such policy has been

articulated by the Commission in a series of its rate case decisions concerning

various elements of utility compensation. As articulated in such decisions,

the Commission has rejected attempts by utilities to focus only on the

amounts of total compensation and whether the total was reasonable or not,

and the Commission has in a series of decisions evaluated the specific

components of utility compensation, including utility management and

executive compensation, specifically for ratemaldng purposes. As an

illustrative example, the Commission noted in a prior APS case, stock-based

performance incentive goals have the potential to negatively affect customer

service, and ratepayers should not be required to pay executive

compensation that is based on the performance of the Company's stock

price. (Decision No. 69663 at 36.) Several other illustrative examples of how
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the Commission has evaluated and decided similar issues were cited in Mr.

Smith's direct testimony.

i. Confidential UniSource executive compensation studies that Mr. Smith

reviewed in a previous rate case raised questions about the reasonableness of

some of the UniSource compensation and information presented by

Southwest Gas in its last rate case suggested that UNS was less efficient on a

Establishing executive compensation at a 75thper-customer cost basis.

percentile level, for example, could be one indication of above-average

compensation that could be viewed as unreasonable for ratemaldng

purposes. Public information suggests that there may be UNS executives

who are earning above-average compensation which might be considered

unreasonable for ratemaking purposes. Additionally, a series of prior

Commission decisions have found that it is inappropriate for jurisdictional

ratemaldng purposes to charge ratepayers for certain specific elements of

Mr. Smith has attempted to make hisutility compensation, and

recommendations consistent with the analysis and reasoning of those

decisions. Thus, based on the series of prior Commission decisions cited in

Mr. Smith's direct testimony, portions of the UNS compensation are

disallowable, in the sense that the same or similar compensation components

have been disallowed by the Commission in prior decisions.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.18 Does Mr. Smith contend that UNS Gas' incentive compensation costs are

imprudent? If yes, please explain, including comparisons to incentive

compensation costs of other regulated gas utilities.

RESPONSE :

Mr. Smith contends that portions of UNS Gas' compensation are disallowable for

ratemaldng purposes. A prudence evaluation was not necessary in order to implement the

ratemaking policies and evaluation articulated by the Commission in a series of recent

decisions on utility incentive compensation easts, consequently, one was not undertaken on

behalf of RUCO in the current UNSG rate case. Mr. Smith's testimony explains how

incentive compensation costs were treated for ratemaking purposes in the last UNSG rate

case as well as for Southwest Gas Corporation, another regulated gas utility with

significant operations in Arizona. A series of prior Commission decisions have found that

it is inappropriate for jurisdictional ratemaking purposes to charge ratepayers for certain

specific elements of utility compensation, and Mr. Smith has attempted to make his

recommendations consistent with the analysis and reasoning of those decisions. Thus, based

on the series of prior Commission decisions cited in Mr. Smith's direct testimony, portions

of the UNS compensation are disallowable, in the sense that the same or similar

compensation components have been disallowed by the Commission in prior decisions.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.20 Does Mr. Smith believe that it is common for an investor-owned gas utility to

have an incentive compensation program? If no, please explain and provide

examples of comparable gas utilities without such programs.

RESPONSE:

Mr. Smith has not undertaken to determine which do and do not specifically have such

programs, since that type of research that did not appear to be necessary to apply the

analytical framework suggested in the series of recent Commission orders on this issue

cited in Mr. Smith's testimony in the context of the current UNSG rate case; however, he is

generally aware that some investor owned gas utilities, including UNSG and Southwest

Gas, have such programs and generally believes it is not uncommon among larger investor

owned gas utilities.

RESPONDENT: Ralph C. Smith

WITNESS: Ralph c. Smith
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UNSG3.21 Does Mr. Smith believe that it is common for an investor-owned gas utility to

have some stock-based compensation expenses? If no, please explain and provide

examples of comparable gas utilities without such programs.

RESPONSE:

Mr. Smith has not undertaken to determine which do and do not specifically have such

programs, since that type of research that did not appear to be necessary to apply the

analytical framework suggested in the series of recent Commission orders on this issue

cited in Mr. Smith's testimony in the context of the current UNSG rate case; however, he is

generally aware that some investor owned gas utilities, including UNSG and Southwest

Gas, have such programs and generally believes it is not uncommon among larger investor

owned gas utilities.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph C. Smith
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UNSG 3.22 Does la/Ir. Smith believe that it is common for an investor-owned gas utility to

have a SERP program? If no, please explain and provide examples of comparable

gas utilities without such programs.

RESPONSE:

Mr. Smith has not undertaken to determine which do and do not specifically have such

programs, since that type of research that did not appear to be necessary to apply the

analytical framework suggested in the series of recent Commission orders on this issue

cited in Mr. Smith's testimony in the context of the current UNSG rate case; however, he is

generally aware that some investor owned gas utilities, including UNSG and Southwest

Gas, have such programs and generally believes it is not uncommon among larger investor

owned gas utilities.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.31 Please provide a detailed budget from Mr. Smith showing how UNS Gas could

prepare and prosecute this case using his $300,000 recommended allowance for

rate case expense.

RESPONSE:

Mr. Smith has not prepared such a budget and notes that the recommended allowance for

UNSG in the current case is consistent with the allowances for rate case cost that was

allowed by the Commission in the last UNSG rate case, as well as in the last UNS Electric

rate case.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.34 Does RUCO dispute that UNS Gas experienced an average fi1e1 price of

$3.35/gallon during the test year?

RESPONSE:

No, however that period included some very high prices and thus indicated a normalization

to reflect current prices was warranted as shown in RUCO's adjustment.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.35 Does RUCO believe that the future fuel costs are "known and measurable?" If so,

please provide all support for that belief.

RESPONSE:

Not in the same sense that some other costs are; specifically, gasoline prices have been quite

volatile and difficult to predict, thus a ratemaking allowance based on recent known prices

over some representative average period should be considered.

RESPONDENT: Ralph c. Smith

WITNESS: Ralph c. Smith
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UNSG 3.36 In Decision No. 70011 (November 27, 2007), the Commission stated (at page 20)

that "We believe that the Company's allowable legal expenses should be set at a

level that reflects more accurately its actual experience, both historical and

anticipated." Does RUCO agree with this statement?

RESPONSE:

RUCO generally agrees with the statement but is specifically concerned that it not be

transformed into a recipe for charging ratepayers prospectively for abnormally high levels

of legal expense incurred by a utility in years prior to the test year; consequently, RUCO

generally agrees with the principle of allowing for a normalized and reasonable level of

legal expense, but cautions against transforming this principle into a means for retroactive

recovery by a utility of its past year's legal costs, particularly in years when such costs may

have been abnormally high.

RESPONDENT: RUCO Counsel and Ralph C. Smith

WITNESS: Ralph C. Smith
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UNS GAS, INC.'S SUPPLEMENTAL RESPONSE TO
RUCO'S FIRST SET OF DATA REQUESTS

DOCKET NO. G-04204A-08-0-71
May 20, 2009

RUCO 1.88 Refer to Dallas Dukes testimony page 11, lines 7-8. Provide for each
project: 1) a description of the project, 2) the prob ected in service date, 3)
and all costs expended to date.

RESPONSE : UNS Gas is in the process of gathering this information and will provide the
response to this data request shortly.

RESPONDENT : Regulatory Services

Dallas DukesWITNESS:

SUPPLEMENTAL
RESPONSE : Please see the Excel workbook RUCO 1.88 on the enclosed CD. The Excel file is

not identified by Bates numbers.

RESPONDENT : Paula Smith

WITNESS : Dallas Dukes
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CARES Customer Analysis

Census data shows that around 27% of households in our service territory have household incomes less than
or equal to 150% of the Federal poverty levels, and another 12% of households have incomes between 150%
and 200% of poverty

.4-*

Our CARES program has around 8,000 subscribers out of around 132,000 residential customers (May 2009).

Applying poverty percentages to our customer base, the customer estimates are:

Poverty Level Customers Share

150% or less 35,640 27%

150%-200% 15,840 12%

over 200% 80,520 61%

Total 132,000 100%

Applying a 22.4% low income program participation rate (actual current participation rate),
the estimated subscription is:

Poverty Level
Participating
Customers

150% or less 8,000

150%-200% 3,556

Rate impact on non-CARES customers of current CARES program and participation rate is
approximately $4.00 per customer annually.

Rate impact on non-CARES customers if CARES program is expanded to 200% FPL and
participation rate remains constant is approximately an additional $2.00 for an overall impact of
$6.00 per customer annually.

Exfu8n'
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IINS Gas Advertising - Actuals 2008

Actual $
% of Actual

Total
Gas Safety
Low-Income / Winter Gas Prices
Community Advertising / Marketing
Promotional Items

297.867
98.347
12.368

372

72.84%
24.05%

3.02%
0.09%

Total 408.954 100.00%

Low-Income Advertising

Bill Inserts
Brochures
Newspaper
Radio

28.000
3.890
8.747
5.708

6.85%
0.95%
2.14%
1.40%

Total Low-Income Advertising 46.345 11.33%



IINS Gas Mlvenising Budget 2009

Budget $
% of Total
Ad Budget

Gas Safety
Low-Income / Winter Gas Prices
Community Advertising / Marketing
Promotional Items

265,800
172,000
40,000

1,600

55.44%
35.88%
8.34%
0.33%

Total 479,400 100.00%

Low-Income Advertising

Be Inserts
Brochures
Newspaper
Radio

32,000
5,000
0,000
6,000

6.68%
1.04%
1.88%
1.25%

Total Low-Income Advertising 52,000 10.85%

we
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State your name and address.

My name is Cynthia Zwick and my address is 1940 E. Luke Avenue, Phoenix, AZ

85016.

Q. What is the purpose of your testimony?

A. I am testifying for several purposes: 1) to request that the Commission hold

low-income customers harmless in this rate case, both in the CARES program and

within the purchased gas adjustor; 2) to modify the CARES, Warm Spirits and

weatherization program language to track the federal LIHEAP and weatherization

eligibility language, 3) to increase the Company's outreach and enrollment efforts in

the low income discount program, which would include the requirement that the

Company automatically enroll LIHEAP and weatherization eligible customers in

the CARES discount program; 4) exempt CARES customers from Rule/Regulation,

Section No. 3, .Establishment of Service, B. Deposits, 5., 5) toincrsase ,the

Company's support of the Warm Spirits and Low-Income Weatherization programs,

and 6) to request the Commission require the Company to cease the referral of

customers to payday lending institutions.

Q- What is your experience with low-income issues?

A. I am employed as a low-income advocate, a position I have held since 2003,

and have intervened in a number of rate cases in order to ensure that the interests

and impact of rate increases on the low-income community are heard, understood

and appreciated.

Q- Would you please describe the low-income community in Arizona?

A. I recently Bled testimony in another rate case, and will provide a similar

answer, as the economic situation has not iMproved over the past year. A year or

two ago my answer would have been very different than it is today, however, the

definition of a person living in poverty is an individual earning $10,400 or less

annually, or a family of four earning $21,200 or less annually. For purposes of this

2
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testimony I will be referencing families living at 150% of poverty, because the

Company's programs assisting low-income families have established this baseline

eligibility, though this level of eligibility is now changing to 200% of poverty as the

standard within the federal program guidelines.

According to the 2007 US Census Bureau data, in Arizona today, there are 858,973

individuals living at 100% of poverty or below, or 14.2% of the total Arizona

population. At 150% of poverty, there are approximately 1,083,801 individuals or

17% of the population.

The reason I indicate that my answer would have been different a year or so ago is

that due to the failing economy, the number of families that are finding themselves

in need of assistance is growing daily and substantially, and the face of poverty is

changing in Arizona. Agencies throughout the state are seeing an increase in the

numbers and demographics of the families (more and more are families seeking

assistance for the first time.)

Q. What is the extent of poverty in the Unisource Gas service territory?

A. According to the 2007 census, there were 6,100,000 people living in Arizona,

1,083,801 of which were living at 150% of the federal poverty level. By UNS Gas

service territory and by county these numbers break down as follows:

i

County No. of People at 150% FPL No. of People at 200% FPL

Coconino 33,219 44,307
I
II

Mohave 39,734 59,245 EI
I

I

1
I

Navajo 41,418 52,596

Santa Cruz 15,668 20,752

Yavapai 37,124 55,722

3
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Q. Would you explain the impact the current Arizona economy is

having on our community and therefore on the UNS Gas rate payer?
I

|
I

I

A. There continue to be new reports in the local and national media every day

articulating the depth and breadth of the problems related to a failing State and

Federal economy.

The Arizona Republic reported Saturday, June 6, 2009 that the national

unemployment rate 'm May was 9.4%, up from 8.9% in April, and is the highest rate

in 25 years! According to the Arizona Department of Commerce website

(www.workforceaz.gov) unemployment in Arizona continues to climb. In September

2007 the Arizona unemployment rate was 8.7%. In October 2008, the rate was

6.1%, and MMay 2009.the rate has reached '7.'7%. In »tlie Prescottarea the rate is

even higher at 8.8%, and in the Lake Havasu, Kinsman region, the rate is 9.G%.

Since the recession began in December 2007, Arizona has lost 233,400 jobs, 183,100

since Marchii

At the end of 2008, one in five Arizonans lacked health insurance coverage for at

least some portion of 2008. For working adults between the ages of 18 and 64 the

number increases to 25%.iii

s
|

I

I During state Fiscal year 2009, enrollment in the Arizona Health Care Cost

Containment System (AHCCCS) has grown by an estimated 120,000 members, with

more than 40% of enrollment occurring in the last 60 days!"

I

J

I

:

i

According to the US Conference of Mayors 2008 Status Report on Hunger and

Homelessness, during the last year the number of requests for food assistance in

Arizona has increased 35%. v The Food Research and Action Center reports that

food insecurity or the inability to provide sufficient amounts of food for your family,

I
J

I

I

I
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was 12% in Arizona on average, between 2005-2007 (l88*' in the Country), with very

low food security at 4.6% (141 in the Country).vi

Utilities in Arizona are also seeing an increase in the number of customers seeking

assistance, as well as the number of customers being disconnected. The Community

Action Agencies which provide direct bill assistance support to households

throughout the State are seeing increases as high as 60% in the number of families

seeking assistance. One Community Action Agency in the UNS Gas service

territory reports a 40% increase in the number of customers served with bill

assistance from 2008 to 2009. The same agency reports that the average gas bill

presented by clients ranged from $150~200 in 2008 and has gone up to $250-400

with past due bills of $800 being presented in 2008."ii

The increase in need and the increase in requests for assistance is consistent among

all agencies providing bill assistance tluoughout Arizona. The need far exceeds

available resources. .

Q. Arizona has received additional LIHEAP funding. Will that take care

of the need for assistance for these families?

A. No, unfortunately it will not. During federal fiscal year 2008, Arizona

received a total of $6.1 million dollars in LIHEAP funding. In November, 2008 we

received notice that Arizona would be receiving $31 million in federal LIHEAP

dollars. Arizona continues to be the least funded per capita of any state in the

country, including the District of Columbia, so even though we received a significant

increase in funding, out of an eligible population of approximately 500,000

households, agencies anticipate being able to serve an additional 50,000 households

for a total number of households served of 78,000. This represents an ability to

serve approximately 16% of the eligible households.

i1
i
E

1
I

Finally, throughout Arizona, the increased number of calls and the increased

number of families seeking assistance has changed. While there is a certain
I
I
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demographic that needs support on an ongoing basis, the very low income

community, the new demand has been created by families who for the first time in

their lives are seeking help. The majority of the increase in calls and requests for

help are coming from families who have never asked for or received assistance

before. Due to circumstances in their lives, losing their jobs, losing their homes,

experiencing an illness in their family without adequate insurance coverage along

with the rising cost of services, more families have been forced to seek help in order

to feed their families, and otherwise make ends meet.

Q. Wlaat is your specific request related to rates for customers either

eligible for or enrolled in the CARES discount program?

A. Very simply, I am requesting that the Commission hold current and future

enrolled CARES customers harmless from any increase in this rate case, both from

an increase in the CARES discount, and from any increase in the per therm rate

paid, as well as held harmless from any increase in the purchased gas adjuster.

Low-income families cannot pay their bills today, and the need for help and the

number of families in trouble is continuing to grow.

Q. Are there additional options for serving the growing need among

UNS Gas customers?

A. Yes. When the State received the additional LIHEAP funding, the community

action agencies and State Department of Economic Security staff, agreed to increase

the eligibility for these funds to 200% of poverty from 150% of poverty. This was

done to be able to serve more families in need of assistance but who would be turned

away if they did not meet the lower income threshold. This was also done in order

to respond to the significantly increased need being experienced throughout

Arizona, and is consistent with federal legislation. I respectfully request that the

CARES program eligibility, as well as the Warm Spirits and weatherization funding

track the LIHEAP eligibility language so that as the need increases and funding is

available, more families may receive the help they so desperately need.
1
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Q- What specific language are you requesting?

A. The language in each program or rate would simply state, "customers

meeting the LIHEAP program income eligibility are also eligible for the CARES

discount, the Warm Spirits program and the Low Income Weatherization program.

Q. What changes should be made to the Company's outreach and

enrollment efforts?

A. Many eligible customers are simply unaware of the availability of the CARES

discount program. At a minimum, the Company needs to include flyers in the bills

of customers every month between .November and March when the temperatures

are the lowest and the need for assistance the highest in their service territory.

Additionally, as was requested in the last rate case,but not realized, customers who

are determined to be LIHEAP eligible, need to be enrolled in the CARES program

automatically.

This may be achieved through the partnerships that already exist with the

community agencies, and it may be accomplished by the Company directly when

customer bills are paid using LIHEAP or other assistance funds for which the

eligibility is consistent. Tucson Electric Power company is currently automatically

enrolling customers in the LIFELINE program, so it appears this is a reasonable

expectation and achievable request.
I

Q. Why are you requesting that low-income customers be exempted

from Rule/Regulation, Section No. 3, Establishment of Service, B. Deposits,

5?

A. Low income customers enrolled in the CARES program are seeking

assistance with their bills, requests which include various issues. As previously

stated, many more families are simply unable to make ends meet at this point in

time, and many families are presenting bills with significant past-due amounts.

These amounts and the number of requests will continue to climb as customers who

7
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are already unable to pay their bills are presented with a requirement that to

maintain service they are now required to pay more than they already owe. It is

counterintuitive to require a customer who is already behind on their bill, is seeking

assistance with that payment in a system with strained resources, to come up with

additional funds for a deposit. Disconnection is not an answer under these

circumstances.
J

Q. What is an appropriate level of funding for the Warm Spirits

program?

A. The Company has supported the Warm Spirits program at the $25,000 level

since at least 2005. In David G. Hutchens' testimony, he indicates that the

company has experienced growth of 5000 customers since the end of 2005 and

anticipates customer growth to continue at a rate of 2.5% annually. believe that to

bring the Company up to an appropriate level and to support the growth that will

be realized during the next several years, as well as acknowledging the increased

need in the service territory, $50,000 is an appropriate level of Company support.

I certainly appreciate efforts to encourage additional customer contributions, and

am grateful for the Company's customer support throughout the life of the program.

I also don't want to ignore, however, the fact that more of these customers are also

struggling, and many who have contributed may actually be eligible for this

support.

Q. What is an appropriate level of funding for the Low-Income

Weatherization program?

l
A. Comparing the per customer contribution of UNS Gas and SW Gas, UNS

Gas' contribution is quite a bit lower. If the percentage is applied consistently to

the current UNS Gas funding, the weatherization funding level would increase to

$185,000. This calculation is based on current SW Gas funding at $450,000 which

is .4577 per customer. If applied to the UNS Gas customer base of 145,000, the

I

I

E
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1
amount would be $185,000. However, in order to recognize the already existing

need, the energy savings and cost savings realized through this program and the

growing number of customers, I would request the weatherization funding be

increased to $200,000 annually.

Additionally, consistent with the SW Gas program, I request that the maximum

allowable expenditure per household be increased from $2000 to $3000, funding

which may be leveraged with other sources in order to more effectively serve

families as expenses for the program have increased and will continue to increase

over time as well.

Q. Why are you once again asking in a rate case that the Company cease

the practice of referring customers to predatory lenders for bill payment?

Hasn't that issue already been resolved?

A.. Yes anno. On June. 21, 200771 received an email from the Company

indicating that "TEP is committed to ending its contractual bill payment

relationship with check cashing centers that offer payday loans. We are currently

looking for another convenient way for our customers to make verifiable cash

payments to TEP.""iii Upon further inquiry, I was told that this also included UNS

Gas and UNS Electric. Having had some conversations with Joe Salkowski about

this issue, I knew that there were some difficulties with the vendor originally

identified to help with this solution, and was informed last month that a solution

had been worked out with Walmart.

i
I
I

i
While I appreciate the Walmart solution, I find the continued listing of and referral

to ACE Cash Express, a payday lender, inconsistent with the Company's

commitment and unacceptable, and would ask that the Company be directed to

delete any reference or link to ACE Cash Express from their Companys' web sites.

¢ I

Q. Does this conclude your testimony?

Yes it does.A.

g
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'Arizona Republic, "Unemployment hits 25-year high," June 6, 2009, p. D1.

ll Arizona Department of Commerce, www.workforceaz.gov

iii PAFCO Annual Meeting Presentation, December 2, 2008

N Governor Janice Brewer's letter to Arizonans, June 1, 2009, p.5.

V.u.s. Conference of Mayors 2008 Status Report on Hunger & Homelessness.

"' Food Research and Action Center (FRAC) State of the States 2008, www.frac.or9, Arizona.

"Arizona Daily Sun, "Need grows, but not funds," Larry Hendricks, October 23, 2008.

viii Email from Betsy Bolding, June 22, 2007
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Resume for Cynthia Zwick

Arizona Republic article, "Unemployment hits 25-year high, but rate slows.

Governor Janice K. Brewer's letter to Arizonans, June 2, 2009

PAFCO Annual Meeting Presentation, December 2, 2008

US Coherence of Mayors 2008 Status Report on Hunger & Homelessness

Arizona Daily Star article, "Need grows, but not funds," October 23, 2008

Printout of www.uesaz.com/Customersvc/PavmentOtJtions/Agents.asp

Printout of www.acecashexpress.com/store 1ocator.php

June 22, 2007 Company email notification of intent to end contractual bill payment
relationship with check cashing centers.
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CYNTHIA zwlcK

1940 E. Luke Avenue
Phoenix, AZ 85016

602.432.3464 (cell)
cazwick@qwest.net

SUMMARY

!
i

An accomplished executive with 23 years non-profit, association management experience. Management experience
includes, personnel, non-dues revenue generation, grant analysis and development, program conceptualization and
implementation, and systems analysis and design. Excellent analytical, interpersonal communication and individual and
team development sldlls. Creative and collaborative leadership style with ability to inspire individuals and organizations
to grow programmatically while increasing revenues .

I

SELECTED ACCOMPLISHMENTS

•

•

•

Designed and implemented processes in Lawyer Regulation to insure fair, prompt handling of bar complaints,
resulting in consistent and compassionate treatment of all involved, thereby increasing efficiency and confidence
in the lawyer discipline system,
Conceptualized and introduced a bi~rnontl1ly electronic newsletter to all 16,000 State Bar members, resulting in
enhanced communication and organizational value. Of total meatnbership, 30 opted to unsubscribe.
Working with outside technical experts, successfully designed and executed first electronic fund raising effort for
the Arizona Foundation for Legal Sendces & Education, resulting in approximately $50,000 in new gifts.
Improved member services through more efficient use of technology, organizational systems and personal
outreach.

PROFESSIONAL EJQERIENCE

Arizona Communitv Action Association September 2003

Executive Director
Arizona Commtuiity Action Association (ACAA), is a non-profit organization worldng to create systems to
support individuals and tools to assist individuals moving to and sustaining self-sufficiency. Worldng with a
Board of Directors, Executive Director oversees the operational issues, writes and manages State and Federal
contracts, leads educational and outreach efforts, membership development, and efforts to inform dl members
of the Arizona community about the issues facing low-income and worldng poor individuals and families in
order to ensure adequate support, with the ultimate goal of ending poverty in Arizona.

State Bar of Arizona
Arizona Foundation for Legal Services & Education Phoenix.. AZ 1980 -- Mav 2003

I

I

i

Executive Director March2000.M8y 2003
Lead both professional organizations, insuring high quality service and programming for all members of the State Bar of
Arizona, a mandatory membership organization, as well as participating in the improvement of legal and justice system
services available to the greater Arizona community.

Directed the operations of both organizations; advised both Boards with respect to all programs and activities, formulated
and recommended policies and programs, including a $9 million budget and budgeting strategies; executed all decisions
of the Boards and their various committees, directed progranmniing, prob acts and major activities of the 100 person staff;
responsible for the hiring of personnel, maintenance of salary administration plan and procedures, promoted interest and
active participation in the Bar and Foundation activities, resulting in increased funding, created and maintained effective
relationships with other public and private organizations; supervised lawyer regulation and government relations efforts;
directed the fund raising and grants analysis process for the Foundation.
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CYNTHIA ZWICK Page 2

Assistant Executive Director - Member Services 1995-2000
Member of the Senior Management Team, reported to the Executive Director, worked closely with the Board of
Governors. Directed the work of nine diverse divisions of service including:

ContinMg Legal Education
Mandatory Continuing Legal Education
Board of Legal Specialization
Committees, Sections and the Young Lawyers Division
Community, Media Relations and Publications
Member Assistance Program
Law Office Management Assistance Program
Annual Convention, and
Tucson Of ce

Associate Director
Director, Programs and Public Services Division
Convention Coordinator
Cormnittee and Section Administrator/CLE Seminar Coordinator

1991 .- 1995
1987-_ 1991
1984- 1987
1980- 1984

Coordinator, Western States Bar Conference
Managed all the logistical and programmatic arrangements for a 14 state, member organization.

1986- 1992

Central and Eastern European Law Initiative (CEELI), Consultant to Macedonian Bar Association 2000

EDUCATION AND TRAINING

• Bachelor of Arts, Political Science
Ohio Wesleyan University, Delaware, Ohio
Wroxton College, Wroxton, England (a Fairleigh Dicldirxson University exchange program)

PROFESSIONAL AFFILIATIONS

1
l

I

•

•

I

•

I

I

I

)
I Q

l

Member, National Low Income Energy Consortium, Board of Directors
Collaboration for a New Century, Board of Directors
Member, Governor's Task Force on Banned Income Tax Credit
Valley Leadership, Class XXV
Member, Arizona Society of Association Executives
Past Member, National Association of Bar Executives
Board of Directors, Delegate-at-Large
Member, Special Committee on Leadership Development
Chair, Adiniinistration and Finance Section
Chair,Program Committee
Arizona Town Hall, Member
Past Member, Greater Phoenix Chamber of Commerce
Member, Greater Phoenix Crime Coalition
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Unemployment hits 25-year high, but rate slows
pace of nation's layoffs slows for 4th month, buoying hopes recession is loosening grip

by Jeannine Avolsa - Jun. 6, 2009 12:00 AM
Associated Press

WASHINGTON - V\Ath companies in no mood to hire, the unemployment rate jumped to
9.4 percent in May, the highest in more than 25 years. But the pace of layoffs eased,
with employers cutting M5,000 jobs. the fewest since September.

The much smaller-than-expectedreduction in payrolljobs, reported by the Labor
Department onFriday, adds to evidencethattherecession is loosening its hold on the
country. I! marked the fourth straight monththat the pace of layoffs slowed. 1

1
"Thistide is timing,"said Richard Yamarone,economist at ArgusResearch."we
expect this trendof slower job loss tocontinue throughoutthe year."

Still, the increase in the nation's unemployment rate from 8.9 percentInApril
underscoresthe difficulties that America's 14.5million unemployed are having infinding
new jobs. Economists had expected the rateIo hit 9.2 percent lastmonth.

If Bald-offworkers who have given uplooking for new jobs or have settledfor pan-time
work areInduced, the unemployment ratewouldhave been 18.4 percent in May, the
higheston records dating to 1994.

Labor Secretary Hilda Solis called the rise in May's unemployment rate "unacceptable"
and pledged to help bring it down by aiding the unemployed get new skills or training ,

President BarackObama's stimulus package is expected to helpbolster theeconomy.
Vice PresidentJoe Bidensaid he willjoinObamaon Monday in seeking to ramp up the
pace this summer of the stimuluseffort that Congress approved earlierthis year.

I

K

Even with layoffs slowing, companies will be reluctant to hire until they feel certain that
economic conditions are improving and that any recovery will last

Since the recession beganin December2001, the economyhas lost e millionjobs.

As the recession, which is now the longest since ;5§g=\a.1;, bites into sales and
profits, companies have turned to layoffs and other cost-cutting measures to survive the
fallout. Those Induce holding dawn workers' hours and freezing or cutting pay,

I

i

|

I

I The average workweek in May fell to 38.1 hours. the lowest on recordsdatingto 1964,
The numberof people outof work six months or longerrose tomore than 3.9 million in
May, triple the amountfrom when the recessionbegan.l.
Education, health care, leisure and hospitality were among the industries adding jobs in
May. Solis believes the stimulus already has helped "to stabilize employment in the
retail and service sectors" and played a role in reducing igb_loss§_s in construction in
May.

In anotherencouragingnote, joblosses in bothMarch and Aprilwere less than
previously thought.

r

I

I

I

i

Employers cut 652,000 positionsinMarch, versus 899,000 previously reported. They
eliminated 504,000 jobs in April, less than the 539,000 initially estimated.

I

I

I
l

http://www.azcentral.com/arizonarepublic/business/articles/2009/06/06/20090606biz-econo... 6/6/2009
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Many economists believe the jobless rate will hit 10 percent by the end of this year.
Some think it could rise as high as 10.7 percent by the second quarter of next year
before it starts to make a slow descent.

I

I

I

1

Friday's report "supports the notion that the recession will end this year," Yamarone
said. But pain will linger and the jobless rate will move higher. He predicts it will peak at
10.2 percent early next year.
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More on this topic

More on unemployment

t;e_canLiQb.taiL\r;.§;ens1aI::
New job search sites

We allknow the granddaddy lob-hunting Web sites like
Monster (ymmr1_mgn_3Qr,gl9ln),CareerBuilder
Lv.vs0r¢.taLee;12ull4eL;9m) and Joblng.com.

Career expert Al ison Doyle (M;l lmlmd§mnMene1m)
has her list offavorite newer job-search allies. Here are live:

' !¢lguamsualr:v nom- Allows users to create aresume that
"comes alivewith informationalkeyword pop-ups, video,
pictures, and socialnelwnrklng."

• larlena.lin!sLlH.!iszm;Bllls Itself as e wey into the 'hidden' Job
market and promises only real jobs from real companies.

- mg¢4,¢gg1nlg\ch.com:Matches applkzams only with
employers that appear to make a good flt.

i

- wmL-.nan§mm@§.ss¢m; An "inleradlve career sane that
leverages social media tools and principles, inducing video,
blogging and widgets."

- zatzuLaln§lsl9QrQ9m:AIIows users w find "real-time
reviews, ratings and salary details about specific jobs for
spediic employers . all for free."

Career events :
- Click here forQuwenl./Adznna .1<>b Fairs

More resources:

I mAnaLQar§erbuus:eLcQln
I MdE6(.u!lm§LQQI!1
- www inhinq mm
- lmaLsimnlxhn§d&Qm
- www Indeed com

I
|

1

Recent articles :

- Cause# advice on the dwqao
- lnmwnlmrs an nnlim for saga

LATEST BUSINESS HEADLINES

Bars respond to downturn with creativllv. lower Driceg

unemnlovment hits25-vear high. but tele slows

Iridium Gets defense deal Of $21 .7 mil from Now

lnv§s3QLbuy$_§lalled_ Ptwei x DI9J9QlJ99k1D9 for mare
a go vs. ex-cEO suit settled at lnnexus

Mortuaue delinauericies un in Arizona

Fewqg bemuse. more ngrnvsnugnjggeleaflvb seekers
Walmart clans to hire 1,300 oeonle in Arizona

Asarco's $1,1 B settlement annrovea by bankruulw iudne

inealklf Mes buhl ep9l8 in valley econo_8\_y

l
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http://www.azcentra1.com/arizonarepublic/business/anicles/2009/06/06/20090606biz-econo... 6/6/2009
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STATE OP AR1ZONA
JANICE K. BREWER

GOVERNOR
EXIECUTIVE OFFICE.

June1, 2009

Dear Citizens:

In my four months as Governor, I have watched with empathy and compassion as our Legislature
has labored mightily, during this extlnaordinarily difficult period, to produce a General Fund
budget for the fiscal year that begins in less than 30 days. As I learned during my14 years as a
legislator' meeting Arizona's growing and increasingly diverse finding needs is, even in the
best of economic times, one of the most challenging aspects of legislative service.

During this session, the depth of the Legislature's struggles to produce a long-term,
comprehensivebalanced budget illustrates the severity of the State's mountingfiscal crisis.
However, while they have not yet agreed on a budget, our legislators have exhibited courage in
addressing the State's immediate fiscal situation." The Legislature's bold actions, in combination
with Executive-ordered reductions in the State government's workforce, have helped ease our
crushing fiscal burden for the present and will continue to pay dividends in filature years.

I

i

!
I

i
I

Nevertheless, the Fiscal Year2010 budget is due 'm less than a month, and we are not close to
meeting that deadline. The urgencyof our mission is magnifiedby the fact that most current
assessments conservatively estimate the FY 2010 General Fund deficit to be roughly $4 billion,
or approximately 40% of last year's Genexail Fund expenditures. With a deficit of this magnitude
and historic proportion, only the most decisive and courageous solutions can be considered.

1

21

To their credit, legislators on both sides of the partisan and ideological chasm have advocated, 'm
good faith and with good intentions, various budget proposals. Unfortunately, alter Ive months
of rancorous discus .on, and with only four weeks to go, further debate as to which proposal
offered to date is the "right" one is an exercise in futility, for one clear, simple reason: None of
them would result in a balanced budget. .

i

I

Out of respect for our Legislature and its constitutional and time-honored role in spearheading
the budget process, I have exercised restraint in engaging theresources and leaciershib of the

1 Governor Brewer was a State Representative from 1983 to 1985 and a state senator f rom 1987 to 1996. she was the Senate's
Mai°f itv Whelp from 1993 to 1996.

2 In the January 2009 special session, with less than half off the fiscal year remaining, the Legis lature enacted the deepest
spending cuts  - approximately $574 million -  in  s tate history to help close a $1.7 bllllon budget deficit  In the current f iscal year.
In May 2009, in response to worsening revenue collect ions,  the Legis lature made another budget correction to close the FY
2009 short fall by an addit ional $650 m i l l i o n . .

17oo Wast WVASI-lXNG'rON Srnnnr, Prionmx, AR1ZONA 85007
60z-542-4.331 ° FAX 60z-542-76o2.
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Citizens

June 1, 2009

Page 2

Executive branchin moving the Legislature toward an acceptable budget resolution. However,
the time for restraint has passed

Arizona's growing fiscal crisis stands to inflict a devastating impact on our state. We have a non-
negotiable duty to adopt a budget that simultaneously addresses, first, our current iiscad situation;
second, our future fiscal situation, based on realistic projectionsgtihilrd, the immediate needs of
our least fortunate adults and children during this grave economic time; and, finally, our
stewardship role on behalf of future generations of Arizonans.

In meeting those standards, the five-point uIan3 that I shared with the Legislature on March 4
provides an even clearer path today.

1. Budget Reform. While Arizona's sharp economic decline triggered our budget difficulties, it
has been the lack of sound budgetary practices that elevated those difficulties to a crisis.
Reforming the State's budget process must encompass (a) changes to theBudget Stabilization
Funds (or "rainy day fund"), (b) extending revenue forecasts beyond the current budget cycle, (c)
increasing fiscal year ending cash balances, and (d) reducing the rate of spending growth.

Budget Stabilization Fund (BSF). The volatile and cyclical natureof the State's revenues sources
requires a wet]-designed "rainy day" fund for use when revenue or expenditure deviations cause
a budget shortfall. In 2003, the Citizen Financial Review Committee noted that improveinents to
the exdsdng rainy day fund are the "single most important change that should be made to
AIizona's fiscal system" and that "stability and predictability cannot be achieved without a much
stronger Budget SMbi1iza8on P\1nd."

For the BSF to provide adequate protection., the maximum fund balance should be restored to its
original level of 15% of actual revenues (Nom the current 7%). When State revenues exceed
historical averages, the excess revenue should be deposited into the BSF instead of being used to
fund new progrwams5 When the 15% cap is reached, additional one-time funds should be used to
retire outstanding borrowings .- including "rollovers"6 .- or to fund one-time capital expenditures.
Finally, withdrawals from the BSF must be made only when actual revenues fall below a
predetermined level.

I

s To close what was then a protected $3 billion budget deficit for FY 2010, Governor Brewer's March 4 "Building a Better
Arizona' address to a joint session of the Legislature provided for (1) reforming the budget procas, with a focus on longer-term
needs and raources; (2) improving Proposition 105 (the Voter Protection Act); (3) implementing a temporary tax increase to
generate $1 billion in additional revenues; (4) reforming Arizona's tax system to attract business and more jobs; and (4) cutting
spending by $1 billion.

'The Budget Stabilization Fund, which exists pursuant to A.R.S. § 35-144, provides: "Ar the end of a fiscal year, the budget
stabilization fund balance shall not exceed seven per cent of general fu nd revenue for each fiscal year. Any surplus monies
above the allowable percentages shall be transferred by the state treasurerto the state general fund.

s specifically, in any fiscal year, any revenues received that are more than 7% of the long-term adjusted rate of growth in
General Tax revenues would be deposited into the BSF. By the same formula, if revenues fall below 7%6 withdrawals from the
BSF would be allowed.

a A rollover is a budget-balandngtool by which a portion of a Statue agency's expenses are "rolled over" into the next fiscal year
and included in that year's budget.

I

I
I

i
I
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Independent, Longer-Term Revenue Forecasting. In forecasting revenues, the State can no longer
afford to confine its focus to the current budget cycle. The aforementioned revenue and spending
estimates for the next four years drarnaticdly demonstrate the need for a longer-tem vision.
Two-, five- and ten-year forecasts should be produced for each source of major State revenues,
and the forecast should be developed with a range of probabilities to reflect economic
uncertainty.

As important as the scope of the forecast is the independence of the forecaster. General Fund
revenue forecast proposals should be developed under the direction of an independent entity,
such as an expandedEconomic Estimates Com1nission,7

Mandatory Cash Balance. To provide a funding source for uI1EPlanned expenditures, General
Fund budgets must include a targeted ending cash balance. Over time, the ending cash balance
requirement should be increased to 4% of forecasted revenues. Year-end cash balance surpluses
would either be carried forward into the next year Or used to pay down borrowings and rollovers.

Renewed State Spending Limitation. Achieving long-term fiscal stability requires that wereduce
both spending and the rate of spending growth.

Consistent with that objective, the current constitutional state exoenditwre limitations should be
replaced with a limit - such as a combined population and inflation formula -. that more closely
aligns with General Fund revenue sources. Unlike spending limits in other states, our liirnitation
shouldbe computed each year based on the cumulative changes from a base period, instead of
being reset from the previous year.

Any amounts deposited and accumulated in the BSP should be exempt Hom the spending
H]gl]ita1j0n_

2. Proposition105. Our second fundamental problem relates to the pecnnanent, inflexible
spending and taxes that are locked into the 1998 Voter Protection Act, also known as Proposition
105. While Proposition 105 was well-intended, Arizona cannot afford to sacrifice core services
on the altar of discretionary program enhancements. With respect to budgeting,Proposition 105
paints State government into a comer.9Despite passage of the correctiveProposition 101 in

I

7 The three-member Economic Estimates Commission, which exisls pursuant to A.R.$. §41-561, is chaired by the director of the
Department  of Rervenue. i t s  two other members are appointed by the President of the Senate and the Speaker of the House of
Representatives. .

s Article 9, section 17 The Arizona Constitut ion restricts the appropriation of certain state reveNues to no more than 7.41% of

Arlzona personal income. The applicable revenues are primarily tax and fee collect ions that may be deposited to either the

General Fund or dedicated funds.

9 proposition 105 restrias legislative changes to any voter-approved proposit ions with a 75% vote of the legislature to further

the purpose of the original ballot measure

Measures that impact General Fund:

Proposit ion 204, November zoom. - provides AHcccs heath Insurance coverage for all Arizonans up to 100% off the Federal

poverty level
I

I
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FY 2007 FY2008 FY 2009 FY 2010 Est.

K-12 4,156,000,000 4,032,000,000 4,141,000,000 4,339,000,000
AHcccs 1,132,000,000 1,2' I4000,000 1,425,000,000 1,751,000,000

Citizens
June 1, 2009
Page 4

2004,lo as a practical matter the only spending cuts available to the Legislature and the Governor
are in the critical areas of education, public safety and vital services to our most at-risk
population.

The Legislature must send to the voters in the November 2010 election a referendum to require
that any initiative or referendum measure that passed between 1998 and 2004 and that enacted a
mandatory expenditure of State revenues for any purpose, established a fund for any specific
purpose, or allocated funding for any specific purpose, would be subject to a vote of the people
to ensure that the measure provided for an increased source of revenues - independent of, and
with no detrimental impact on - the Geurerd Fund. If the voters do not approve such a
referendum on or before December 31, 2012, the Legis18nL1n*e would be authorized to amend the
initiative- or referendum-created pro gram.

3. Spending Cuts. In my March 4 address to the Legislature, I acknowledged the clear necessity
of oontinued and substantial reductions in State spending. As citizens and businesses throughout
the United States Aare learning to produce and achieve more with less money, so must the
government.

Over the last five months, more than 1,200 State employee positions have been eliminated, and
ova 15,000 State employees have been filrloughed. Approximately $500 million 'm State
spending has been cut, and my FY2010 budget recornmendaltion cuts State spending by an
additional $600 million. These spending reductions are roughly equal in size to, though different
in impact from, budget proposals offered by Republican and Democratic Legislative leaders.

The highlights of my detailed budget proposal include:

Proposition 201,November2000 - increases K-12 educationfundingwith6/10* of a cent sales tax Increase for teacher pay,

lower doss sizes, five more school days, andbuilding Improvement;higher education funding forworkforcedevelopment,

technology, andresearch

proposition 303,November 1998 - appropriates$20 million from theGeneral Fund each year for eleven years to purchaseor
lease StateTrust Land to preserve it from development

Summary of GeneralFund increases - Automatic SpendingIncreases'

xo Proposition 101 amended the Arizona Constltutjorl (see Article lx, Section 23) as follows:

Section 23. A. An mltlarwe or referendum measure that proposes a mandatory expenditure of state revenues for any
purpose, establishes a fund for any specific purpose or allocates funding for any specific purpose must also provide
for an increased source of revenues sufficient to cover the entire immediate and future costs of the proposal. The
increased revenues may not be derived from the :Nate general fund or reduce or cause a reduction in general fund

revenues.

a. if the identified revenue source provided pursuant to subsection A In any fiscal year fails to fund the entire

ma undated expenditure for that fiscal year, the legislature may reduce the expenditure Of state revenues for that
purpose In that Fiscal year to the amount of funding supplied by the identified revenue source.



Citizens
June 1, 2009
Page s

•

•

•

•

•

•

•

aqnprozdmately $1 billion in total State spending reductions - $400 million for FY 2009
and $600 million for FY 2010;

$100 million for new school construction;

$169 million for full funding of K-12 enrollment growth and inflation;

protection of university funding through the application of federal stimulus dollars;

restored funding of nearly $13 million for children support services, including the
investigation of all Child Protective Services cases;

caseload funding growth for the developmentally disabled and for Temporary Assistance
for Needy Families;

filling of eNded Department of Public Safety (DPS) officer positions, with no overall
reduction in the rumba ofDPS officers, and retention of current funding for the Gang
and Enumigration Intelligence Team Enforcement Mission (GHTEM) task force;

continued funding for prison populationgrowth, including the opening of2,000 new in-
state private prison beds targeted for February 2010;

continued funding for homeless prevention and food operations and rural low-income
housing, and no reductions in housing or treatment for the seriously mentally ill;

•

•

the continuation of core environmental quality programs; and

protection of core construction programs at the Depanilnent of Transportation (ADOT), to
take 6.111 advantage of federal st:u'nu1us "shovel-ready" project funding and to prevent
harm to ADOT's bond rating.

Reflecting long-held Arizona values of promoting the well-being and education of our children,
the current Stale budget devotes more than 50% of its funding to education While mybudget
reduction proposals for FY 2010 include a necessary reduction of $295 million in K-12
education funding, that decrease is soiielued substantially by maximizing the use of federal
stimulus dollars. As a result, the net reduction in K-12 education funding is $73 million.

Slow or negative economic growth invariably raises the demand for .- and the cost of-
goverrunent services. During FY 2009, enrollment in the Arizona Health Care Cost Containment
System (AHCCCS) has grown by an estimated 120,700 members, with more than 40% of
enrollment growth occurring in the last 60 days. We are unable to change AI-ICCCS eligibility
standards without losing approximately $1.7 billion in federal stimulus funds. As a consequence,
we anticipate that AHCCCS enrollment growth in FY 2010 will have a General Fund budget
impact of more than $250 million.

4. Temporary Tax Increase Ideally, the State's $4 billion budget shortfall for FY 2010 would
be eliminated without imposing an additional tax burden on Arizona businesses, residents and
visitors - particularly at this time, when personal and business incomes are squeezed from every
direction.

1



Citizens
June 1, 2009
Page 6

Unfortunately, aler considering every option, and alter performing a painstaking assessment of
our real economic situation, a temporary tax increase is necessary to bridge the gap between
fiscal crisis and recovery. Specifically, I am calling for a one percent increase, for 36 months, in
the State's transaction privilege tax (sales tax),

It is important to note that this temporary sales tax increase is part of a longer-tenn tax-
restructuring plan that, over the first ten years aler enactment (see following section for details),
will result in an overall tax reduction.

Taxpayers are justifiably skeptical about promises that a tax increase is truly "temporary" To
ease tlmat skepticism, it should be noted that this revenue increase can follow either of two
avenues topassage:by Legislativeapproval or by referendum to Arizona voters. Under either
scenario, the Arizona Constitution provides taxpayers the assurance that the tax would remain
temporary."

The additional sales tax rate will apply to the existing classifications and exemptions; thus, it will
not be imposed on purchases that are not currently taxed by the State. While the tax will not be
apportioned with counties and cities under the evdsting distribution formula, the additional
revenues will eliminate the need to transfer hundreds ofrnillions of dollars of the State's deficit
to local govennnents. The tax will be imposed by the Department of Revenue as soon as possible
following approval.

I

\
I

1

1

I am keenly aware that temporary tax revenues and continuing spending cuts are not the long-
tenn solutions to fiscal stability. Rather, the keys to restoring the balance between ongoing
revenues and expenditures are a growing economy, high-value job creation, a slower rate of State
spending growth, and, as discussed below, net tax reductions as part of permanent structural tax
reform.

5. Tax Reductions for Economic Growth. A robust economic recovery is essential to State
given:unent's lon8-tearm fiscal health. The State's tax structure must promote job growth and
sustainability, capital formation, investment in Arizona, and revenue stability.

The first step in providing tax relief to Arizona homeowners and businesses is the phased repeal
of the State equalization tax," with permanent repeal occurring proportionately over a three-year
period beginning in FY 2010. In the next ten years, permanent repeal will provide tax relief of
anproximatelv $2.2 billion,half of which would directly benefit Arizona homeowners.

11 Proposition 108 (passed in 1992) amended the Arizona constitution to require a two-thirds vote by the Legislature when
passing any legislation increasing Staterevenues through a change In tax allocation, such as an Increase ah taxation levels or a
reduction in credits and exemptions. Proposltlon 105 (passed in 1998) requires a three-quarters vote by the Legislature to
amend any approved ballot measure. A constitutional provision authorizing the tax will also include language allowing the tax
to be pledged for the purpose of borrowing an amount sufficientto include a full 12 months of revenue in FY 2o10.

12 A.R.S. §41-1276 provides that the state equalization property tax is levied by the counties onbehalf of the State to help
offset costs of school districts. The tax rate was set to zero In tax years 2006, zoo? and 2008 and is set in statute to return in tax
year 2009.

l



Citizens
June 1, 2009
Page 7

While AIizona's corporate tax rate is near the median for the nation, the current rate is higher
than rates instates with which Arizona competes" for business and population growth. Further
tax relief should become effective in FY2012, with a reduction - &om 6.96% to 4.55% .- in
Arizona's corporate income tax rate. This rate reduction is expected to save Arizona employers
and economic engines approximately $250 million per year.

Another competitive disadvantage for Arizona is the tax imposed on business-owned real and
personal property. Recognizing this deficiency, the State is already reducing the assessment
ratios for commercial classes by 1% pa year, from the current 22%. The General Fund budgets
for FYs 2010 and2011 must continue that reduction, For FY 2012 we should evaluate further
reductions, with the goal of reducing the assessment ratio to 15%.

Conclusion.My standards for signing the FY 2010 General Fund budget are more steadfast
today 81211 they were in early March. I will not sign a budget that relies prirnamily on debt and
federal economic stimulus dollars. Twill not sign a budget that incorporates unrealistic spending
cuts, excessive ginnnmicks or phony revenue projections. I will not sign a budget that, in the
interest of expediency, diners Alizona's future.

In the preceding paragraphs I have outlined a sensible plan for a balanced budget. It is the only
such plan on the table, and I renew my March 4 call to the Legislature to adhere to it closely in
fulfilling its constitutional duty.

The clock is ticldng loudly. It is time to come to grips with the fact that a budget ilhai complies
with the non-negotiable standards described above will contain elements tract are politically and
ideologically repugnant and that will create hardships for individuals, iiannilies and companion
that don't deserve it

Saving our stale firm financial ruin in the future requires that we swallow bitter pills now - and
that we return our state to a long-term path of recovery.

Ly

Janice K. Brewer
Governor

13 According to the W.P. Carey School of Business at Arizona State University, the ten states that, based on data from the
Federation of Tax Administrators, are Arizona's top competitors in attracting new business are California, Colorado, Florida.
Georgia,Nevada,New Mexico, Oregon, Texas, Utah and Washington. Of those ten, only California has a higher corporate
income tax rate than Arizona.
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PAFCO Community Meeting Agenda

Welcome and Introductions

Current Situation as we know
today

Action Plans

¢Closing

1rarcocunnwvusurininiauul

rnmemna.44wsf»nm
../ >

l • Thanks to member
contributions, so.
Luke's Health
Initiatives and the
McMlles Foundation
for funding PAFCO
Education Fund Health
Care forAlI and
Cltlzen Advocacy
UnfinishedAgenda
training project.

PAFCO is a non-profil
coalition of health and
human service agencies
from all over Arizona.

n The Coalition was
formed in 2001 to slop
drastic budget cuts to
health and human
sewlces and to promote
health and human
sewioes funding.

www.oarfcoalition.orq

Iwwcon-ln-=-nun-inRaman

PAFCO

•

•

•

•

Ac t i ons

• State Legislative
Budget Advocacy

• Unfinished Agenda
of Need

Health Care Reform
Advocacy

Federal Budget

Pr inc ip les

Strength/power in

our diversity

Common Message

Non partisan

Not allowing groups
to be pitted against

one another
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Environmental Scan ._ What's Happening in National _
State Scene

• NATIONAL SCENE • SleidLocaI Scene

1 Ssvsre Economic
Recesskm - worses

• Stale Budgel Crlsis/Huge
Stale Revenue
DeNdts/Local
Government Budget
Deliclls

» Consewallve Malorilies in
House and Sena e- New
Leadership

1 Change in Governor wllh
Elecllnn in two years

I Hlsmry of tax cuts limlling
revenue

• Elactlnn of Barak
ObamaIJoe Baden

¢ Demoanllc Majorllles In
House and Senate

• National
RecesslonIEcnnomic
Meltdown

| TWD Wars
l Heallh Cars Crisis
• Crumbling lnlraslruclure
¢ Energy Crisis and Costs -

Cllmale Change
e Federal Ballouls

4meocwuwu-H~sI i /111118

Current Situation- State }

•

•

• National bai lout
possibilities.
• $500 million to $1

blliion possibilities
• Need to protect

current programs
and infrastructure
so this Is not
diverted away from
health and human
sen/ices

• Special Session
• Transition to new

Governor
Changes In Legislature.
committee chairs, and
new members
Loss of Champions in
new legislature

e Huge Deficits with
recession ongoing

• Inadequate Taxbase
• Election in two years
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General Fund Spending >
--.

UrNversltles

1194 Canectinns
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Security
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What jg the General Fund?

~»J .
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What Kinds of Taxes are There? >
• Arizona Ranks 34"' in Overall Taxes

(StalelLocal)
• Sales taxes - make up 51 % of the state's general

fund - that's ups% from Las! year.

a Propertv taxes - collected and used by local
governments such as counties. school districts, and
dries. There are very few property tax dollars that
go lnlo the General Fund.

• Income taxes make up48% of the general fund -
39% from indWlduals and 9% from corporations.
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Revenues Have Been Declining For Nearly a
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NCURRENT AND PROJECTED BUDGET DEFICITS How
This Translates into $ )

9» FY 08 shortfal l  grew
from $970 million to $1 .2
bil l ion

> The FY 09 shortfall that
was supposedly solved
when the budget was
ut together was $1 .2
o 1.  b i l l i on SHORT.

2010 rem iS
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» ilpeclal Session will deal
Rh par! of 2009 up to

about $350 million plus.
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ASU Study . Hoffman-Rex repos on (ax cuts and economic lmpad. >
e Tax law

changes since
1993 cumulate
to a decline in
general fund
revenues of
abou! $1.63
billion on a
nominal basis
and $2.58
billion after
azgusfing for
in action.

' T h e tax redudibns of the
last 15 years Neva
been the main cause of
t h e slnucluraf dalicft,
which also is the resume
Alan outdated lex code
that creates large
cyclical ' s in
revenue 8 that
causes revenue IO
gm " m ove slowly lean
he page of the overall

economy. Many al' the
changes to ire tax
code d u n g  t h e /ask 15
years exacerbated
these problems.
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ASU Study - Hoffman-Rex report on lax cuts and economic

impact.

"Thus, the existing staregeneral fund budget
deficit as well as the underlying structural
dehclt cannot be blamed on excessive
spending.

Instead, very aggressive fax cuts are the
primary cause, withother shortcomings in
the revenue system - increasingly cyclical
revenues and revenue go win not keeping
pace with economic growth -  a ls o
contributing to the dencif."

asenfwcu-wvwunvvw:Amazon

Safety Net Programs Needed More
in Down Times

a Food Stamps caseload up 15.5%

| Unemployment Insurance claimants up 48 .9%

s Childcareassistanceup 5.4%

• CPS reportsup 3.8%

• AHCCCSenrollment atau timehigh

• Adult Protective Servicesinvestigations up15.1%
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Senate and House Leadership
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Speaker d the House
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Legislative Leadership -2009

11nwcocumurnnanina:nouns

NEW House LEADERSHIP NEW SENATE LEADERSHIP

House Majority:
Speaker . Kirk Adams
Majority Leader - John McComish
Majority Whip . Andy Tobin

Minority Leadership
Majority Leader - David Lucan
Asslswnt Minority Leader -

Kyiggn enema
Minority Whelp . Chad Campbell

Senate Majority:
President - Bob Burns
MajorityLeader .ChuckGray
Asssszant majority leader .
Famda Gorman

Minority leadership
MinorityLeader - Jorge Garda
AssI5I'ant MinorityLeader -
Rebecca Ribs
Minority whip - Llnda Lopez

Unfinished Agenda
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• lnimducliull
n The stronglrls and pwmlsel

d Arizona
u Qualty of Llfe for aV
a ldlastmdlua forheawh and

human uszviees as critical to
dually of life for all

1 Focus Qr s0>uH0~s.not
1u51 navnmw whining.

• Ousralddng Issues
| Pnveny
I Wclklulte
| Lldsages among Issues
s Tax Rs4arm - like eininaiinn

of lax eaxeunptiuns.

pnwucnn-muwndh1Mme

Types of Advocacy }
¢ Meet in g s
a Bo yco t ts

•  Act ion  Alerts
•  Can d id ate fo ru ms
s Elections,  voter

registration, voter
education, voter
turnout.

e  PAF CO  Days Presen ce

e Educat ion
• Organize your agency

or group
• Jo ln  groups organized

around an 18SU9
e Letters to Ed I to or Op-

E D
•  Pub l ic Speaking
¢ Organized Ral l ies
• Neighborhood

Caucuses

l l:wooCnnusquwulglanna

PAFCO Community Meeting 12/3/2008

I
I

I
I
I

I

i
i
1I

j
I

E
I

I

(c)PAFCO 2008 6

I



Advocacy Do's and Don'ts
I

Do Not
c Do Not Be Angry
| DO Not Ba Hostile
¢ Do Not Be Threatening
1 Do No! Have too much

Information
• Do No! Taka up too much

of lhelr time.
• Do Not Loss Credlbllhy
• Do Not Be Dishonest or

Exaggerate

92
• Be polite and friendly
¢ Be concise
» Play on emotion
» Include personal

relevance
• Mention thatryou are a

voting const tent
• Thank them
• Follow up afterwards

11runs l-I'=l\lll*lll¢lillIannual

PAFCO CITIZEN ADVOCACY REMINDERS . Embracing your
Cltlzenshlp - Reglstar to vote and VOTEIII IT's ABOUT POWER!

• and

Issues. ynnacy
abnun persuasion, mil debda.

1 vWIYYM Q pdllcv making
Jpn to v u
l You are s oonstllusnt

from their dislrid who
VgTESl

| You have good reliable
mlurmatlon.

n Ye are rapreaeiiative al
large group.

• K WW llldllnel DI nelwv

• Tr8".}4'W»'.'m"1'l';»§»lg e
8 t"\==s=9° s\m3r» and

1 lciantlfxyourself as voling
const enl.
Id e a l your Issue

a s p q d ally, urge specie
a n o n ,

| pwrgg supporting facts
or a ry-

I Spedfy action again
a And Blvvsvs ask IM

rhavlan to vote and
M L

• Thank them.

IDuaznuua rumor-~~~~w~mo

Messaging Ideas

s Our mnsagn mol »» nlontloss:
• Cuts dun'\ mnko economic sauna, damlnds fur nurvkls are

ro oounlmzydlcal to lcocwmlc cynic.
I

rlilng ma a
A d now u In Vt about Ms poor mymou In Rh

• .-.ml. Ana lgnlngjohl. »°"-5;-3 and so iv ng uconumlc I
ddocutlon biuluu of depth a broth of lhn ncnllon.

• Nobel Pren naanomla! Jgnph sum an Mat "cutting
spundlng an program: arm Sam -Incant psopla tends to
rsduco consumption ._ and thus Mn accnnmlc 1c\|vI\y- by
the lull amount d who sppndlng ndue!lan."

• cuts w much and human mwlous nrvlng low Income potpie,
many whom an now la %°"°'*v and and, clearly makes no sense
humanely or nnnumlun y.

aV
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What can we do together! I
• Stay informed and ready to act.
• Know your legislators and let them know you want

them to protect health and human sewlces
l Mobilize your community and groups.
• Talk about budget and policy process at your staff

meetings, board meellngs, and other groups meetings.
• Moblltza the people you sense in their Interest.
c Be visible when you can at the legislature like PAFCO

days with your sector group.
• Join PAFCO and another email alert Inst advocating for

the needs of children and vulnerable adults.

uwoo o¢1»-mvw emenus

A

It's about Coalltlon Bulldtna and Partnershlos
And Action

• Our goalsnmatn al-dint.
| Slap and mtnlmtzo cuts

to vulnarnbll populntlnm
to fullest axiom posslhlo,

1 Try to avoid aalructlon
of hoanh and human
urvtaas Infrastructure
slncn n la so ==°-9 to
rotor and rlhull ,

U Putnem options.
c Patience, perseverance.

and persistence.

•

Acting with others
rather than alonelttl
Mobilizing existing
resources and
creating new
advocates
Flexibility and Actlon -
How to create energy
for actlonl
How to help and get
help?
Bultdlng an email
network. and list -
spreading the word!

isnreowvw-w/*\lnnwane:

Finding our Power as Citizens

¢ Find your passion --~
that cause Ar group that
motivates you to act.

• Hnd your voice ~.- your
mlgayour way to be an
off Ive cozen
advocate.

• 3%1£?L§h otters to
give practical ways to
ave real Impact for your

causes.

• Human Dignity and
Justice

s We can make it better
for ourselves, our
children and
grandchildren and leave
a Ie mg of community
Indus 'Ce.

• Community We are
not alone. we are in this
together and together
we are powerful I we can
change the world.

:Avwcocu ow a v :
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Arizona

Demographics, Poverty and Food Insecurity
Population (2007)

Total People
Children (Under Age 18)

8,338,755 i
1.670.555 r

Income and Poverty (2007)

f Total»

$49,889
23

881,257 .
14.2% g

' t

I
I Median Household Income (2007)

Rank Among States
'People'LivinglIn-poverty

Poverty Rate
Rank-Among states (Highest to Lowest)

Children (Under Age 18) Living In Poverty
€hlldlPOV€I'tyfRat€

Rank Among States (Highest to Lowest)
Total People.Living Below 185% of Federal Poverty Level

330,910
20.2%

13
.889.452

Food Insecurity Among Households (2005-2007, 3-Year Averages)
"N umber of Households that are=Food.Insecure

, Pement of Households that are Food Insure
I 'Number of Households that.are'very Low'Food Secure

Percent of Household §§are Very_l,ow Food Secure

283,000
12.0%

108,000
4.5%

209;018 .
167.112

66.3%
40.9

Federal Nutrition Programs
School Breakfast Program (School Year 2006-2007)

Average'Dally Student Participation
Free and Reduced-Price Students
'Paid Students

Change In Free and Reduced-prlne Participation in last 10 Years
Free and Redueed=Price'SbJdent Participation Rate (Compared'to'School Lunch'participatiori)

Rank Among States
Additional Free»and Reduced-price *Students Served-if Partkjpation Rate'Reached~60% .
Additional Federal Dollars State Would Receive If Participation Rate Reached 60%
Number of.Schools'~Participating .
School Participation Rate (Compared to Number of Schools Sewing Lunch)
FedeIal Funding for School Breakfast
Sd'\ooI Breakfast Mandate in State Law (Yes/No)

78,022
$16,722,505

1,477
90.5°/o

$45,090,216

l
I

i
I
4
l

Naltional School Lunch Program (School Year 2006-2007)
Average Dally Student Participation

Free and Reduced-prlce Students
Paid Students

Number of Schools Participating
Federal Funding for School Lunch

630,718
408,557
222,152

1,630
$174,D91,774 I

37,689
7,156

30,533
15.1%

10.0

113,804
$6,858,949

Summer Nutrition Participation (July 2007)
Average Daily Summer Nutrition Participation in July

July Summer Food Service Participation
July National school Lunch Participation in Free and Reduced-price Lunch

Change in Average Daily Summer Nutrition Participation in Last 10 Years
Low-Income Participation Rate (Compared to Regular Year Free and Reduced~Price School Lundl)

Rank Among States
Additional Lowelnoome Children Served If Participation Rate Reached 40%
Additional Federal Dollars State Would Receive If Participation Rate Reached 40%
Number of Summer Food Service Sponsors
Number of Summer Food Service Sites

i Federal Fundinq for Summer Food Service Program

163
$2,192,731

Food Research and Action Center State of  the States zoos www.fra¢:.org Arizona p.1
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Arizona Continued

544,688
43.8°/0
$98.95

55°/o

SNAP/Food Stamp Program (FY 2007)
Average Monthly Partlclpation (Individuals)
Change in Participation in Last 5 Years
Average Monthly Benefit per Person
Participation Rate of Eligible Persons (FY 2005)

Rank=Among States .
Participation Rate of Eligible Worklng Poor (FY 2005)
Federal Fundlng'for SNAP/Food Stamps

54% I
$646,750,299

Special Supplemental Nutrition Program for Women, Infants and Children (WIC) (FY 2007)
Avelage Monthly Participation

Women
infants
Children

Changer Partldpatlon In Last 10 Years
Federal Funding for WIC

185,470
47,891
52,670
85,908
21.9%

$114,299.365

i

Child and Adult Care Food Program (CACFP) (FY 2007)
Number of Participating Eamlly child Care Homes
Family Gllld Care Home Average Daily Participation of children
Change in Family Child Care Daily Participation in Last 10 Years
Number of Participating Chlld Care Centers (Includes Head Start)
'Chlld-CareCenter=Avelage Daily Participation of Children (Includes Head.start)
Change in Center Daily Participation in Last 10 Years
Federal f€unding.for.CACFp

3,4s2
11,400 )
2.5%

674
34,389

7.6%
$40,132,024

I

g

I

The Emergency Food Assistance Program (TEFAP) (FY 2007)
'~$8f§_Q..12ZZ§_ I

$950,508
$1,201,368

___F.g8_deralEntltIement°Fgnding ......_..
Federal Bonus Commodity Funding
Administrative Funding

Commodity Supplemental Food Program (CSFP) (FY 2007)
Average Monthly Participation
Federal Fig_nQng for Q

!
I14.355 I

__$§*,§72.979 r

Sp_te E99n9-!!1i§$§§-\u'itl-EQi9l¢8s
Minimum Wage (2007)

$6.75 IStatelMinlmum Wage

Eamed Income Tax Credit (EITC) (2007)

state ETC (Yes/N0)
I Refundable (Yes/no)

Temporary Assistance nm Needy Families (TANF) (FY zoos)
42989& Monthly Participation (_F.Y 2006)

Adults
Children

Maximum Monthly Benefit per 3-person Famlfy (FY 2005)

Fed§raLaf»Ls§1.§§£Jnd@9_M§.@sh As5is\3rLQe_-

57,374 i
21,710
65,664 2

$347 I
_§;;74114.201

Food Research and Action Center State of the States zoos www.frac.org Arizona p.2
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Need grows, but not funds
Emergencyazlffor the poor in CoccminoCounty 11sn't
keeping pacewith rakingdemand.

By LARRY HENDRICKS
Assistant city Editor
Thursday, October 23, 2oo8

As the local economy worsens, business at agencies that
tend to the social welfare safety net is starting to pick up.

Unfortunately, funding isn't. "My concern is this is only the
beginning because our economy's challenged," said
Vera Fischer, director for Coconino County Community
Services

l

Fischer told county superb-isnrs Tuesday the number of
residents seeking help grew during the last three months
compared with a similar period in 2007

But the local budget1:0 provide emergency rental andutility
help tO qualifiedresidents hasgenerally remained stable,
Fischer said

i

|
I
I

I

In her report to county officials, Fischer stated, "go while
our funding is relatively stable withsomeminor ̀ mc1~eases,
we are seeing a marked increase in demand dong with n
higher cost for services. Consequently, morepeople
requesting services are bing turned away and lai with no
other option for assistance. "

She added that sizable, one-time increasers from the federal
and state governments for shelter and utility funds will
help this coming Enscal year ending June 30, 2oo9. I

The department helps people who are at 150 percent or less
of the national poverty level. That means that a family of
four must make less than $31,800 a year.

Fischer added that according ro the 2000 Census, 17
percent of the courser:y's population were considered living
at the poverty level -- about 22,500 residents.

http ://www.szdai1ysun.com/anicles/2008/10/23/n ews/20081023_front__]83859.txt
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In providing one-time shelterorutility help, the
departnuauthsaim is to stabilize Eamiliesand get themback
on their feat.

In July, August andSeptember of 2007, the department
helped847 qualified residents at a cost of$160,330.

In the same three months of 2oo8, the department spent
roughly the sameamount~- $161,533 -- but helpedjust744
residents.

ICE raids frighten children unnecessarily (44)

Shelter 'success' accused of auto theft, drug charges
(40)
Food or yard signs? (30)

Global warming debate should be constructive (25)

Audit faults Tuba Clly schools (23)

Fraternity Suspended over hazing (23)
Flag transients might be better off moving on (22)

In all, Community Services helped 1,665 people in fiscal
year 2008 and estimates it will help 1,920 in Fy2oo9.

Community Services offers about 80 percent of total social
services for the county, Fischer said. Agencies like Catholic
Charities and St. Vincent De Paul offer the other an
percent.

UTlLmEs, RENTS INCREASE

Earlier this month. UniSource ofiiciall warned residents
that gas bills for heating will behigher this yearover last
year~- by as much as 8 to 16 percent.

In her nepcirt, Fischer stated, "We are seeing clients who
are still paying off last Winter'S utility bills."

Traditionally, the department has beenallowedtohelp
qualified applicants with $400 one 'time a year tn help with
utility payments. But the department is starting to see past-
due billsof $800 and more and are Seeking to increase the
amount.

1

1

Partof the reason for the increasedbills, panlcularly for
residents at the poverty level, is they live in homes that
havesubstandardweatherization, shesaid. Also, when
residents have theirservicessuspended, utility companies
will oftenrequire higherdeposits for servicerestoration.

l
s

That increased support of utility payments will p1ri.mar1lly
coma through an additional$zoo,ooo in federal aid aimed
at utility support for the 2009 Fiscal year, she told the
supervisors.

As for apartment rents, Fischertoldthe board that a survey
made by CommunityServices revealed thatrenttor a
studioapartment in Flagstaff rose an average of 19 percent
between 2oo5and 2008,froman average of $519 a month
to $639_

Fischer stalled in her report that a study made by the
FlagstaffJusticeCourt revealed461 eviction actionsi3\ed
with the coin in 2oo7. So far in 2oo8, there have been 517
filed, which represents about a 12 percent increase.

And people who have been evicted or have had trouble
paying rent in the past are extremely limited where they
can End a place to stay, because larger apartment
complexes will not accept them.

l
I
i

I
I
I|
1

Concluded1?ischer's report: "Our purpose in homing before
you with this issue is just toinform you of thecrisis we are
seeing inthe lives flower-income citizens. We anlicipate
you may be hearing from constituents in increasing

*('\..o/v-\QI"<,»
1

i

I

I

http://www.azdai1ysun.com/artic1es/2008/10/23/news/20081()23_front_183859.txt 12/12/2008
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Account Services
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payment options
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Authorized Cash Payment Agents

c Walmart

• Ac: Cash Express

Cottonwood

Cash and debitcats D8ymentsare accepted at the customer service
counter of any Walkman, walmart supercenter or walmartNeighborhood
Marketacross Arizona. A service fee of $0.88 will apply. For store hours,
please callthe store of Your choice or visithHn.//www walmartrnrn

Bullhead cry

Ike Havasu city

Flagstaff

Kinsman

Nogalu

If you are scheduled for disconnect or need to make immediate
payment to avoid dlsconneet, please pay at Walmart, then call
UES Customer Care at (877) 837-4968 with your receipt to
confirm payment has been made.

please take your bill stub with you to any Cash Payment Agent,
as this will help ensure that your payment Is processed
accurately. You will be nrovlded with a receipt after a cash
payment has been made. please verify the accuracy of your
account number on your receipt before leaving .

The following agents will accept payments lot your UES be. A fee
may apply for this service.

Winslow

show Low

Cash payments are accepted at any Ace Cash Express In us' service
territory. A service fee may apply. For store locations and hours, visit
htfn'//www av'¢1rashpvnrvs9.4'nm/9f4'>r»=- Infafnr pin

Prescott

o Walmart Supercenter, 2840 Hwy 95 - (928) 758-7222

o Walmart Supercenter,2003 E. Rodeo Drlve -(928) 634-0444

o Walmart Supercenter, 3396 no. Stockton Hlll Road - (928) 692-
0555

o walmart, 2750 s Woodlands village Blvd. (928) 773-1117

o Walmart Supercenter, 5695 Hlghway 95 no. - (928) 764-3700

o walmart Supercenter, 5401 South Whnfe Mountain Road - (928)
537-3141

o waldman Supercenter, 100 west white Park Drlve - (520) 281-
4974

o walmart Supercenter,700 Mikes pike St- (928) 2B9-4641

o Walmart Supercenter, 1280 Gall Gar¢1nef way - (928) 541-0071
o Walmart Supercenter, 3050 NorM Hwy 69 - (928) 445-1113

¢npy|mhl¢2008 lJnlscuwl EnergyServices. All Ri9hts Rnamd.
Edxacx I Ensnluds i Isrrnantaenlisal I ufnisawncvnEnaruxnnznmlmimn
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ACE Cash Express: Cash Advance Store Locator, ACE Cash Express HOurs of Operation

I.

With more stores nationwide than any other check cashing company. there's a good chance we're right
around the comer!

STORE LOCATOR

To find an ACE cash Express near you,
lust enter your zip code and search radius.

4 10 miles

ACE CASH EXPRESS

Lf

#1 .1 :\

PAYDAY LOANS HOME LOANS

s

Or browse By State and city

State Listings

Cities

8LiBMI.{ >

DEBIT CARDS STORE SERVCES

ms

3:»

Stall:

.
anal Adorn:

Loa Name:

STORE LOCATOR

s30-. »~~ . * . . .. . . . . .  M

i

Page 1 of 1

..Q

EMPLOYEE LOGIN COMPNINYIIWO contAcT us FRANCHISE INFO PRIVACY POLICY HELP COPYRIGHT

cqayngvneacecnns>qanuzooo.AIlsgInu»wvna.

I

iI

|

I
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I
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h@:// .wecwhexpress.com/store_locator.php
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Joe Salkowski

Director of Corporate Communications

UniSource Energy Corporation

(520) 884-3625

JSalkowski@uns.com

Yes it does » I should have made that more clear. We're committed to finding a new, better, verifiable cash payment
option for ALL of our customers TEP, UNS Gas and UNS Electric. The logistics of effecting the change may vary from
territory to territory, but we're hoping to settle on a uniform solution for all three service territories. Sorry for any confusion
about that.

Message

Cynthia Zwick

From: Betsy2@Tep.com
Sent: Friday, June 22, 2007 11:12 AM
To: Cynthia Zwick
Subject: FW: Cash Payment Locations

-~---Original Message---»
From: Cynthia Zwick [mailto:czwick@azcaa.org]
Sent: Friday, June 22, 2007 7:15 AM
To: Bolding, Betsy
Subject: RE: Cash Payment Locations

Betsy, it appears that this does not include UES Gas and Electric. Is that correct and do you have army
idea whether that's in the pipel ine as well?

»~»-4»¢-»-»-»»- ' i°»~4-f

Page 1 off

*N

From: Betsy2@Tep.com [mailto:Betsy2@Tep.com]
Sent: Thursday, June 21, 2007 4:59 PM
To: Cynthia Zwick
Subject: F\N: Cash Payment Locations

Go o d  a f te r n o o n ,  Cy n th ia .  P le a s e  n o te  th e  me s s a g e  b e lo w  a n d  s h a r e  i t  w i th  y o u r  me mb e r s :

Betsy  Bo ld ing
Tucson E lec tr ic  Power
520- 884 - 3677
be ts y 2@tep .c om
Th ink  So la r  w i th  TEP

I
»

!
i
I

-----Original Message--~--

From: Salkowski, Joe

Sent: Thursday, June 21, 20074:57 PM

To: Bolding, Betsy

Subject: Cash Payment Locations

I
I
!

I

l wanted to confirm for you that TEP is committed to ending its contractual bill payment relationship with check
cashing centers that offer payday loans. We are currently looking for another convenient way for our customers to
make verifiable cash payments to TEP. As soon as we can set up a workable alternative, we will begin promoting

i

6/22/2007
r



Message Page 2 off

that new option and stop referring customers to facilities that offer payday loans.

Thanks very much for your help in making this happen.

Joe Salkowski

Director of Corporate Communications

UniSource Energy Corporation

(520) 884-3625

JSalkowski@uns.com
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RESPECTFULLY SUBMITTED this 8th day of June, 2009.

L

i

I

I
!|I

BY
)

Cy1\1LH.ia zv§=i¢i<
1 9 4 0  E .  L u k e  A v e n u e
P h o e n i x ,  A Z  8 5 0 1 6

l

Original and 13 copies hand delivered June 8, 2009 to:
Docket Control
Arizona Corporation Commission
1200 W. Washington Street
Phoenix, AZ 85007

Copy of the foregoing hand-delVvered/mailed this
8th day of June, 2009 to:

Dwight Nodes, Esq.
Assistant Chief Administrative Law Judge
Hearing Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007

Michael W. Patten
Jason Gellman
Timothy J. Sabo
ROSHKA DEWULF & PATTEN,PLC
One Arizona Center
400 East Van Buren Street, Sm'te 800
Phoenix, AZ 85004
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Philip J. Dion
Michelle Livengood
UniSource Energy Services
One South Church Avenue
Tucson, AZ 85701



l
Nicholas J. Enoch
Jarrett J. Haskovec
Lubin & Enoch, PC
349 North Fourth Avenue
Phoenix, AZ 85003

Daniel W. Pozefsky
Chief Counsel
Residential Utility Consumer Office
1110 West Washington, Suite 220
Phoenix, AZ 85007

Robin Mitchell, Esq.
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007

Ernest Johnson
Director, Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, AZ 85007
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Energy Costs on Low-income Americans.

2001 - 2002



1

The price of home energy I, very big new these defy,
New ti e affect everybody everywhere Lr Amerlcd
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1 ¢"\ "». »,».. Shut Off and Shut Out

The high percentage of income paid by love-income
households on home energy costs is more than just a
cold fact. That higher percentage translates into serious
family and social problems that impact each and every
American, either directly or in the form of increased gov-
ernment expenditures to address those problems.

A recent report released by the National Energy
Assistance Directors' Association (NEADA) found that at
least 4.3 million low-income households-in just 19 sur-
veyed states plus the District of Columbia-are at risk of
having their power cut oft because they can't afford to
pay. "We knew low-income families were hard hit by the
increased energy costs, said NEADA Director, Mark Woffe,
"but we had hoped additional resources could ward of"i
the worst effects. That hasn't materialized," iv

Several studies have demonstrated a strong connection
between a family's inability to pay its home energy bills
and some obvious-and not so obvious-consequences,
such as:

Results from individual utilities reporting from the states
found:

•

Homelessness

District at Columbia: $6.6 million in natural gas
arrearages are owed by 14,694 natural gas house-
holds, 5,229 shut-off notices have been mailed

• Malnutrition

1 Heart disease

Georgia: 200,000 natural gas households owe
approximately $80 million

• Heat stroke • Iowa: 63,000 houselwolds owe $1 5 million, in past
due utility bills

The disintegration of families, including;
• Kentucky; natural gas arrearages total $30.9 million

with 94,010 households facing shutoffChildren removed from their homes because of
loss of heat or electricity,

• Louisiana: $32.9 million in arrearages for 76,000
householdsSenior homeowners are forced to set! their

homes because they cannot keep up with
their energy bills. 9 Missouri: $633 million in natural gas arrearages

owed by13,091 households
Or, the disruption of a child's education because
their parents can't pay the energy bills and are
more likely to move frequently, changing
schools and interrupting their children's
educational development.

West Virginia: a major electric utility reported that
55,000 of their 367,764 residential customers are
in arrears. The average arrearage is $106. Shut-off
notices are currently being mailed

According to Karen Brown, executive director
of the Colorado Energy Assistance Foundation:

"Inability to pay uriliiies is second only to inability
to pay rent as a reason for homelessness. '"

A COLD FACT: Utility shut-offs and arrearages are up
dramatically from previous years with very few mecha-
nisms in place to protect low-income seniors and children
from the health and safety risks of a freezing house this
coming winter.

A Tale of Two Households 20%

15%

10%

Average annual
percentage of income
spent on home energy costs by...

=4j6%:

a median
income
household

a low
income
household

3



Fuel Funds:
The Private Sector is Critical

The States:
Emerging Key Players in Low-income
Energy Issues
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grams, conlmumty d tor dgencae (vvhlcV do admlnuter
pub! cry~fJr\deJ LIHEAP did weatheuzutlor program ),
utility-,pJn,ored energy d stdnce funds Ndtfve
AfTer ,Dr tribe, and Io J governments speclu utatewlde
did reglond funds ds we ds prrvute dot Jr,
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A few exdrrp e, of prlvdtely funded mtldtIve carried out
during the A000 1001 w rater ,ed,or Included

V 18 tn: e AJ 11 Foe F HJ r Bdltnrore
provIded energy as,I,tarce to a fu 50 percent
more hJu,ehold Lr .4000/.4001 than the previous
winter 3 000 as opposed to 2 000

Jlno over Bob TM who commltteJ $20 m||-
||Jr Lr State dollars and $45 rel I r r rlot'l LIHEAP
federal dollars for Iovv-Income energy assistance
arid challenged the states utilities to match the
Jtate .J effort In response Co umbra Gas of Ohio
formed the Colun'bla Energy Ass stance Fund with
$3 _J milhor DomlhlJr Ea,t Chlo Gas expanded its
People He plr»g People Ford wt a $1 mIIIlor con-
trmbutlon and Csnergy built Its Heat,hare program
from $100,000 to $500 000

Tr DJ] Ar-He p p Jgmtr re t JLJIS rdlsed d record
$800,000 Thx, pat Mr tar to provide much-needed
services to 2,500 households, also a record.

The United Methodist Church of the Resurrection in
Leawood, M scour raised nearly $100,000 for the
Mid America Assistance Coalition's "Share the
Warmth' program The church also produced an
effective video on their efforts to motivate and train
other churches in the Kansas City area.

I redo JJV rrJr BI N re who proposed
Iegl, etlorl that would add $10 mi I on to the state
rue Low- ncome Erlergy A,,lstdr e Program. The
more¢,e In fundlrrg would Rebe the eve of benefit,
by d, much a 50 percent

In Minnesota, an dnorymous door contributed
$100,000 to match cu,tomer contributions to the
Salvation Army HedtShdre Program.
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A Major New Challenge
for Low-Income Households.
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I State government action trust encourage and fdcil -
tat option such d., aggregation to allow low
income customer EJ uncreate their individual pur-
chasmg p Jvver

I State government action mint strongly encourage
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gy-efflcrer cy ¢t_tlvrtle,, rncludlng the avarl¢b'lity of
funds or energy-ethcrency programs and reJedrch
did development. Rx

Clearly because of their emerging roles as innovators m
the development and delivery of programs and services
to provide direct assistance to low-income energy con-
sumers, and their role as policymakers in utility deregula-
tion, the states are at the forefront of low-income home
energy issues. As a bottom line, states must not permit
ow-income Americans to be shut off and shut out.



2008 National Energy Assistance Survey
Executive Summary

The National Energy Assistance Directors' Association (NEADA), representing the state
LIHEAP directors, received a grant through the Administration for Children and Families (ACF),
U.S. Department of Health and Human Services to update the information about LIHEAP-
recipient households that was collected in the 2003 National Energy Assistance (NEA) Survey
and the 2005 NEA Survey. This survey documented changes in the affordability of energy bills,
the need for LIHEAP, and die choices that low-income households make when faced with
unaffordable energy bills.

The 2008 Survey included a subsample of 12 of the 20 states that were included in the 2003 and
2005 Surveys. Stratified samples of fiscal year 2008 LIHEAP recipients were chosen from each
of the 12 state LII-[EAP databases. Due to budget limitations, the full set of 20 original states
from the 2003 survey could not be included in this study. However, a subsample of states was
chosen to represent the geographic diversity and weather variability across the county.
This report presents the findings from the 2008 NEA Survey and provides comparisons to the
2003 NEA Survey. The survey and report were prepared for NEADA by APPRISE.
LIHEAP Recipient Households

The study confirmed that LIHEAP recipient households are likely to be vulnerable to temperature
extremes.

43 percent had a senior in the household aged 60 or older.
50 percent had a disabled household member.
40 percent had a child 18 or younger.
93 percent had at least one vulnerable household member.

The study also provided information on challenges that these households faced.

•

29 percent were unemployed at some point during the previous year.
30 percent did not have health insurance for everyone in the household.
70 percent had a serious medical condition.
24 percent used medical equipment that requires electricity.
31 percent characterized their health condition as fair and 16 percent characterized their
health condition as poor.
14 percent reported that there was an adult in the household who required help with
personal care needs.

Energy Costs

LII-[EAP recipients reported that they face high and increasing energy costs.

36 percent reported that their energy bills were more than $2,000 in Dre past year.
Pre-LIHEAP energy burden averaged 16 percent and post-LII-[EAP energy burden
averaged 12 percent for these households, compared to 7 percent for all households in the
U.S. and 4 percent for non low-income households. 1

1 Source: 2006 LIHEAP Notebook.
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Housing and Financial Problems

Many LIHEAP recipients had problems paying for housing in the past l ive years, due at least
partly to their energy bills.

28 percent did not make their full mortgage or rent payment.
4 percent were evicted from their home or apartment.
4 percent had a foreclosure on their mortgage.
11 percent moved in with friends or family.
3 percent moved into a shelter or were homeless.

They faced other significant financial problems as well.

15 percent got a payday loan in the past five years.
3 percent were forced into bankruptcy in the past year.

Medical and Health Problems

Many of the LIHEAP recipients faced significant medical and health problems in the past five
years, partly as a result of high energy costs. All of these problems increased significantly since
the 2003 survey.

32 percent went without food for at least one day.
42 percent went without medical or dental care.
38 percent did not fill a prescription or took less than the full dose of a prescribed
medication.
24 percent had someone in the home become sick because the home was too cold.

The Need for LIHEAP

Households reported enormous challenges despite the fact that they received LIHEAP. However,
they reported that LII-[EAP was extremely important.

63 percent of those who did not keep their home at unsafe or unhealthy temperatures said
they would have done so if LIHEAP had not been available.
59 percent of those who did not have their electricity or home heating fuel discontinued
said that they would have if it had not been for LIHEAP.
98 percent said that LIHEAP was very or somewhat important in helping them to meet
their needs.

It is clear that many of these households wit] continue to need LH-IEAP to meet their energy and
other essential needs. 88 percent said that they have or plan to apply for LIHEAP in the next
year.

The National Energy Assistance Directors' Association (NEADA) represents the state directors
of the Low Income Home Energy Assistance Program. For a copy of the complete of the survey,
go to: www.neada.org.
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